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OUR COVER 


Here it is the end of the calendar year, the end of the tax year for 
most taxpayers. A cycle ends and another begins. While the first four 
months of the year the taxpayers look upon the preparation of their 
returns as the end of a very distasteful job—an odious chore—yet in 
revenue offices all over the land is beginning a cycle in which these 
millions of returns are an incoming work load. As they begin their 
tortuous way through IRS procedures, automation channels them into 
various routes taking off some bits of information vital to some function 
of government. The returns ultimately come to rest in filing cabinets 
and storage boxes from which many a taxpayer hopes they will never 
be recalled. 


All is not a morbid picture, however, because returns produce vital 
revenue for the federal government and measure the success of a dy- 
namic economy in which the taxpayer is a vital producing factor. The 
years 1960, 1961, 1962, 1963 and, possibly, 1964 will have come and 
gone ere many of the 1959 income tax returns are laid to final rest. 


Participating in this part of the process are tax men in and out of 
government—men of special education and special talents, standing in 
an ambivalent position, protecting the interests of the taxpayer and also 
protecting the interests of justly administered tax laws. 


Among these 1959 returns, who knows how many Gregorys, Kosh- 
lands, Sterns, Besses and Floras will turn up. Tax men will write about 
them in pages of this magazine and tax men will read about them. One 
year ends, but the learning process never ends. Tax men need to be 
avid learners. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest. reports on pending 
state tax legislation, interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Chicago conference. The excellent papers in this issue are those 
which were presented at the Twelfth Annual Federal Tax Conference 
sponsored by the Law School of the University of Chicago. For 11 
years now, we have been privileged to bring our readers, in the 
December issue of each year, the thinking of the experts picked by 
the university to analyze and talk upon tax problems. As you will 
see from their biographies, they are tax men who have obtained out- 
standing positions in this field and are recognized as authorities. 


The Commissioner’s aims. Dana Latham, the Commissioner of 
Internal Revenue, opened the conference with a description of the 
audit program, settlement procedures and the rulings program. The 
Commissioner told of his continued interest and concern in the main- 
tenance of uniformity of tax decisions everywhere in the nation. To 
meet this objective, he is stressing uniform and effective training of 
personnel. “We do not rely, of course, solely upon training to achieve 
uniformity. On the contrary, we have a number of methods carefully 
and specifically designed to obtain uniformity of decisions 
One such method is the post review by regional analysts of a scientifi- 
cally selected sample of cases closed in each district. Commissioner 
Latham’s article begins at page 1061. 


Litigation and legislation. The chairman-nominee of the Section 
on Taxation of the American Bar Association reviews recent develop- 
ments in tax litigation and legislation at page 1068. William R. Spof- 
ford says that Northwestern Portland Cement Company v. Minnesota and 
Williams v. Stockham Valves and Fittings, Inc. are as well known as the 
equally unpopular twins of a decade ago, Church and Speigel.. The 
first two involve state taxes, while the latter two involve federal 
estate taxes. The whole of Mr. Spofford’s article is, of course, not 
limited to these two state problems, as he discusses the celebrated 
Cammarano decision on advertising and lobbying expenses, and other 
pressing tax problems. The Cammarano decision and the proposed 
regulations shed no light on a very dark and confused area of tax law. 
There are some attorneys who think that legitimate business expense 
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deductions are in jeopardy if they assist a client in the preparation of 
statements which the client intends to make before a Congressional 
committee. 


Mr. Spofford is a member of the firm of Ballard, Spahr, Andrews 
and Ingersoll, Philadelphia. 


Dominion and control. The phrase “dominion and control” is 
used in tax law in connection with the income tax, the gift tax and 
the estate tax. It has reference to the question of whether or not the 
settlor has retained such dominion and control over donated prop- 
erty that the government will include it in his estate for estate tax 
purposes. Trusts are used to shift income and estate tax burdens 
without making a complete transfer to the beneficiary. Trusts have 
long been a thorn in the side of the Treasury, and taxpayers have 
long used them with tax avoidance in mind. 


Roland K. Smith, a member of the Chicago law firm of Isham, 
Lincoln and Beale, discusses dominion and control in the taxation of 
trusts. His article begins at page 1074. 


Income in respect of a decedent. Allied to the question of trusts is 
the income of a decedent or, as the law says, income in respect of a 
decedent. This subject, which was handled at the conference by 
George W. Windhorst, Jr., necessarily covers certain areas in which 
tax planning is important, areas such as real estate sold on an install- 
ment contract, deferred compensation contracts of a decedent, chari- 
table bequests and the marital deduction. The author says: “In some 
cases, there may be a net tax saving if part of the marital deduction 
is sacrificed in order to increase the income tax deduction. If the 
anticipated amount of income in respect of a decedent is large in pro- 
portion to the total estate, it would be advisable to make computa- 
tions based on various alternatives.” 


Mr. Windhorst is a member of the Chicago law firm of Bell, 
Boyd, Marshall and Lloyd. His remarks begin at page 1082. 


Inter vivos trusts. The next article begins: “Irrevocable trusts 
may easily turn into tax traps unless the greatest care is exercised in 
their establishment and administration.” William K. Stevens, as- 
sistant vice president, Trust Department, The First National Bank of 
Chicago, discusses pitfalls in inter vivos trusts. This necessarily takes 
the reader through the analysis of a minor’s trust in estate arrange- 
ments, the short-term trust, the inadvertent gift of remainder and the 
possible loss of the gift tax exclusion. The author cautions that since 
the State Street Trust Company decision, there is a great area of 
speculation as to how the courts will view trust powers over ex- 
changes, investments and allocations of principal—that is, will such 
powers result in the grantor’s being treated as a substantial owner? 
Mr. Stevens’ paper begins at page 1088. 
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“Now, fellows, | have made some advances to one or two of 


my corporations, and | have to get into the lending business."’ 


The expanding United States economy. The objectives of tax 
planning for foreign operations are determined by the use or uses to 
be rnade of the profits from the foreign operation. As more and more 
United States corporations go abroad, the demand for knowledge in 
this area increases. Expanding into foreign countries is consonant 
with United States foreign policy and, as such, one theory holds that 
firms who do go abroad are entitled to tax incentives. This is the basis 
of the Boggs bill (H. R. 5). Fred W. Peel’s paper, which begins at 
page 1107, is a discussion of the whole broad area, rather than just 
H. R. 5, It is basic and informative. Mr. Peel is an attorney with the 
Washington, D. C. firm of Alvord & Alvord. 


Real estate transactions. Real estate, perhaps to a greater degree 
than any other type, is an investment in which the purchaser borrows 
a large part of his cash requirements without personal liability. How- 
ever, much of the attractiveness of real estate as an investment is due 
to the economic and tax factors at work in a period of inflation. For 
instance, consider the interest and depreciation deductions alone. 
The paper beginning at page 1118 by Bernard Weissbourd discusses 
both the tax and economic factors in a number of situations. The 
author is president of Metropolitan Structures, Inc., Chicago. 
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Capital expenditures v. current deductions. Other than the re- 
quirement that business expenses must be ordinary and necessary, 
there is no statutory indication of the nature of the items which are 
acceptable as current deductions. So, how do you distinguish between 
capital and expense? by an expenditure which increases the value of 
an asset? prolongs the life of an asset? is chargeable to a future 
period? makes the asset adaptable to a different use? These and many 
other questions are answered in the very practical paper presented at 
page 1126. It was prepared by Thomas J. Graves, a partner with the 
executive office of Haskins & Sells, New York City, a national firm 
of accountants. 


Employee expense accounts. The Internal Revenue Service has 
heralded a “get-tough policy” to prevent tax avoidance by the man 
with a large expense account. There has been more newspaper copy 
written in the last year about employee expense accounts than any 
other tax item. Although, most expense accounts are legitimate their 
tax aspect does need to be reviewed in light of current IRS policies. 
This is done by William J. Schwanbeck, a partner in the Chicago 
accounting firm of Touche, Niven, Bailey and Smart. His article 
begins at page 1131. 


Financial reporting. The period in which income should be re- 
ported for tax purposes and the period in which deductions should 
be claimed are sore spots with taxpayers and courts. The Tax Court, 
as a judicial fact finder in most tax cases, appears least persuaded by 


sound, financial accounting methods. Decisions from some of the 
circuit courts, however, seem to offer a ray of hope to the tax man who 


ae 


matches outgo with income in a period of time. . we should 
renew our efforts to obtain statutory recognition that the timing of 
income and deductions in accordance with sound accounting practices 

should be acceptable for income tax purposes,” says John F. 
Bernauer, author of the article beginning at page 1137. Mr. Bernauer 
is a resident partner in the accounting firm of Ernst & Ernst, Chicago. 


Washington tax talk. Congress is due to convene in another 
month but, already, preliminary work has begun for revision of the 
tax law. The Committee on Ways and Means invited a number of 
prominent tax men to submit their ideas on income tax reform and, 
also, to appear before the committee. A news item of the highlights 
of these meetings appear at page 1055. 


A modern state tax system. A unique tax man organization is the 
Federal Tax Forum, Inc., of New York City. This organization held 
its annual dinner meeting on November 12, at which time the Honor- 
able Joseph H. Murphy, New York Commissioner of Taxation, told 
of New York’s program to conform its income tax law to that of the 
federal government. The text of Mr. Murphy’s address begins at 
page 1144. 
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TAX-WISE NEWS 


District DIRECTORS will soon pub- 
lish information regarding the amount of sales taxes which can be 
deducted from federal income tax. Taxpayers should have records, 
however, to substantiate their deductions if called upon. 


r 

THe SERVICE says that income from 
property in trust for a minor which is used to discharge a legal ob- 
ligation to support the minor is taxable to the person having such 
obligation.—Rev. R-:l. 59-357. (See the November article by David 
L. Samuels (page 1009) and the August article by John Drew (page 
689).) 


INSURANCE PREMIUMS as medical ex- 
penses—The Third Circuit classified premiums on an accident pol- 
icy as medical expense. According to the IRS, only that part of the 
premium which was attributable to coverage for medical expenses is 
deductible. The IRS will not follow the Third Circuit’s decision.— 
Heard v. Commissioner, 59-2 ustc J 9627. 


EpLoyer and wife’s traveling expenses 
—A company required certain employees to attend a meeting at which 
certain types of instructions were given the employees selected to 
attend. These instructions lead to positions of leadership in the com- 
pany. Failure to attend was not a condition of continued employment, 
but such failure to attend was frowned upon and adversely affected an 
employee’s future promotion. The employee in this case failed to 
report reimbursed expense. He went into the district court, and the 
case was tried without a jury. The judge held that the expense was 
gross income to the taxpayer but was deductible, or, in the alterna- 
tive, the expense was not income.—Thomas v. Patterson, 59-2 ustc 
{| 9734. 
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ALL E and H SAVINGS BONDS bought 
since June 1 earned a new rate of 3% per cent. Commissioner Latham 
says over $1 billion in dividends from stock and bonds, and over $3 
billion in interest are not reported on income tax returns. One reason 
E bond interest is not reported is because the taxpayer doesn’t know 
how to compute it. The Treasury will first try an educational program 
to bring about voluntary reporting of interest and dividends. Failing 
in this, Congressional action may come to require withholding. Two 
bills are now in Congress to require withholding at the source. 


InpIcaTIons are that Commissioner Latham 
feels that all fraud cases should be prosecuted on an equal basis— 
not that prosecution should be had only in the large cases. Conse- 
quently, the trend in convictions will begin to rise. In the five fiscal 
years between 1953 and 1957, there were more criminal convictions 
for tax fraud (2,853) than in the entire preceding 12 years. In fiscal 
year 1958 there were 592 convictions; in fiscal year 1959 there were 
497 convictions, These figures do not take into account the pleas 
of guilty. The rise and fall of convictions usually reflects the policy 
of the Commissioner’s office; that is, whether certain cases are worth- 
while because of the small amount of revenue involved. Some cases 
are prosecuted more for their deterring effect than for the revenue 
involved. 


An INDIVIDUAL who was both an officer 
and a director of a corporation and who assisted in the preparation 
of the returns of the corporation which took deductions for expendi- 
tures on behalf of stockholde :s which the stockholders failed to report 
as income was held guilty of fraud.—U. S. v. Brill, 59-2 ustc J] 9694. 


Ivy A DECISION involving the valuation of 
unlisted stock in a family-held corporation, the estate tax return in- 
cluded the stock at $225 per share. The Commissioner claimed the 
stock was worth $535 per share. The Tax Court held that on the 
basis of an expert appraiser the value of each share of stock at 
the decedent’s death was $283.50.—Estate of Barbara H. Thompson, 
CCH Dec. 23,775(M), 18 TCM—No. 801. 


Wuar IS TIMELY? Can you file an amended 
return in 1957 for the year 1955 and elect to report on the installment 
basis the gain realized from a sale that took place in 1955? The tax- 
payer says that no regulation was in effect in 1955 because final 
regulations under Section 453 were not adopted until September, 1958. 
The Tax Court holds, however, that this fact doesn’t help the tax- 
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payer, because it is guided by the wording of the statute itself. It 
seems that where benefits are sought by taxpayers, they must comply 
meticulously with all the named conditions under which the benefits 
are granted. There is a decision in the Sixth Circuit regarding a 
timely election to claim the benefits of the installment sales provision 
which is somewhat contrary, but the Tax Court will not follow it—W. A. 
Ireland, CCH Dec. 23,704, 32 TC —, No. 89. When a secretary mis- 
filed a taxpayer’s return, causing it to be filed ten days late, the late 
filing was reasonable cause and not willful neglect——-Hammonton In- 
vestment and Mortgage Company, CCH Dec. 23,832(M), 18 TCM 1025. 


r 

Tue WINNINGS from a raffle or a draw- 
ing are always taxable income to the winner or winners. Here’s a 
situation where a mother bought two raffle tickets from her daugh- 
ter at 50 cents each. When her son learned of it, he asked why she had 
not bought one for him. She replied: “Well, take one of those.” He 
paid her 50 cents from his weekly allowance, which she had pre- 
viously given to him. That ticket won a house and automobile 
valued at approximately $25,000. She gave $8,000 to her son as his 
share of the winnings. This is all right, according to the Tax Court, 
as long as each winner pays the taxes on his winnings. The rule seems 
to be that where a lottery ticket is purchased in the name of one or 
two persons and they agree prior to the drawing to share in the 
winnings, each person is taxable only upon his agreed share, providing 
there is, in fact, a division of the proceeds in accordance with their 
agreement, even though that agreement may be void and unenforce- 
able—Freda Dowling, CCH Dec. 23,738(M), 18 TCM 737. 


New YORK STATE income taxes with- 
held from the wages of employees who itemize their deductions are 
deductible by them in the year withheld, even though the withhold- 
ing agent does not turn the withheld funds over to the State Tax 
Commission until the next taxable year. 


If an employee receives a refund of part of his withheld tax in a 
later year, he does not have to include it in his income for the year 
received unless the deduction in the prior year resulted in a tax bene- 
fit. An employee who used the tax table or standard deduction in the 
year the tax was withheld does not have to report the refund.—Spe- 
cial Ruling, October 15, 1959. 


A PARTNERSHIP paid premiums for fire 
and extended coverage insurance on the buildings in a shopping cen- 
ter during their construction. The insurance payment was an obliga- 
tion of the partnership under the terms of its contract with the con- 
struction company. The Tax Court held that this cost was a capital 
expenditure, not an ordinary and necessary expense.—Herbert Shain- 
berg, CCH Dec. 23,838, 33 TC —, No. 28. 
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WASHINGTON TAX TALK 


Here are recommendations of panelists appearing before the 
Ways and Means Committee during its hearings on tax reform. 


HE Committee on Ways and Means started its long-awaited 

hearings on a “General Revenue Revision” on November 16, and 
they will continue through December 18, 1959. These hearings con- 
stitute the first phase of a committee plan for a general revision of the 
internal revenue laws, aimed at increasing the tax base upon which 
taxes are computed. 


Panelists invited by the committee to appear on specific topics 
expressed divergent views as to the methods of achieving equity under 
the federal tax laws and for increasing the “tax base.” 


Following is a résumé of comments, by general topic, as pre- 
sented to the committee by panel members: 


Major Objectives of and Guides for Tax Reform 


The majority of panelists under this topic agreed there should 
be a downward reduction in the tax rate and bracket structure, pri- 
marily in the top brackets. Professor Fellner of Yale University sug- 
gested adding a federal sales tax to compensate for the revenue loss 
from the reduction of rates. Suggested by most of the panelists was 
a re-examination of the Code provisions on depletion, capital gains, 
dividend received credit and exclusion, and tax-exempt interest from 
state and municipal bonds. Professor Surrey of the Harvard Law 
School advocated broadening the tax base by also eliminating deduc- 
tions for state and local sales and excise taxes. He also stated the 
deductions for state property taxes and interest should at least be 
limited to a maximum figure, resulting in a possible reduction of the 
standard deduction from 10 per cent to 3 per cent or 4 per cent. 


Relative Role of Income Taxes 


Panelists argued for and against the reliance on excises (such as 
a federal sales tax) rather than on income tax, as a method of raising 
revenues. There was suggested a federal tax credit for income tax paid 
to states as an aid to local governments to finance their operations. 
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Professor Heller of the University of 
Minnesota was not optimistic about 
the possibility of broadening the per- 
sonal income tax base. 


Statistical Analysis of Tax Base 


Mr. Pechman of the Committee for 
Economic Development told the com- 
mittee that a truly comprehensive in- 
come tax with exclusions, exemptions 
and deductions removed would yield 
about one-third more revenue than 
the present system. If the tax base 
was broadened in this manner, rates 
could be reduced to a range of 14-64 
per cent. Professor Hellmuth of 
Oberlin College, the other panelist 
under this subject, discussed exclu- 
sions, deductions and special treat- 
ment available to corporations, thereby 
reducing the corporation tax base. 
He told the committee that a compre- 
hensive definition of the tax base 
would permit corporate rates to be 
reduced to about 43 per cent. 


Individual Income Tax Deductions 
Panelists suggested these changes: 
(1) Deductions for interest and 

taxes could be eliminated. Replacing 

these deductions with a tax credit 
was also suggested. 

(2) The standard deduction should 
be reduced. 

(3) The rule of constructive reali- 
zation of gain when appreciated prop- 
erty is given to charity, or when it 
passes at death, should be applied. 

(4) As a method for financing 
higher education, a charitable deduc- 
tion for education should be made a 
direct tax credit. 

(5) There should be a greater re- 
liance on the standard deduction and 
a gradual elimination of itemized de- 
ductions. 

(6) Deductibility of gifts of future 
interest should be-deferred. 
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Taxation of Fluctuating Income 


There was agreement among the 
panelists that a general principle of 
averaging income for tax purposes 
should be given serious study. Both 
mandatory and optional averaging 
systems over a five-year period were 
discussed. A carryback or carryover 
of unused exemptions and standard 
deductions during averaging years 
was also suggested. 


Business Deductions; Depreciation 

Panelists appearing on this topic 
presented the following views: 

(1) There is no need for a further 
acceleration of depreciation allow- 
ances at this time. 

(2) More liberal depreciation meth- 
ods would not promote economic 
growth as they favor existing firms 
as compared with new firms. 

(3) Straight replacement cost basis 
should be used for tax depreciation, 
similar to the theory of LIFO in- 
ventory treatment. 

(4) The Canadian system of brack- 
eting equipment into a few classes 
with realistic rates should be con- 
sidered. Action on a new depreciation 
policy should be taken immediately 
because the five-year accelerated 
amortization program (Section 168(a) ) 
ends on December 31, 1959. 


Percentage Depletion; Exploration 
and Development Costs 


Panelists who were from industries 
obtaining depletion allowances and 
exploration and development cost de- 
ductions urged the committee to con- 
tinue such allowances, which they 
termed “not unduly preferential.” One 
panel member specifially recommended 
that the depletion rate for coal be 
increased to 15 per cent and that the 
coal industry continue to receive 
capital gains on coal royalties. Panel- 
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ists also urged the committee to re- 
move the limitation on the exploration 
cost deduction. 


Professor Menge of Dartmouth 
College and Professor Gray of the 
University of Illinois told the com- 
mittee that the present depletion 
provisions misallocate resources, con- 
centrate wealth and distort tax results. 
They stated that now is a good time 
to eliminate percentage depletion or 
to greatly limit it. 


General Business Expenses 


The following recommendations 
will be presented on December 2 by 
panel members: 


(1) There should be closer scrutiny 
of expense accounts over $5,000 and 
of costs of maintaining employer- 
owned recreational facilities. 


(2) No new law is needed, but 
closer enforcement should be followed 
by the IRS. Companies should file 
information returns on large amounts, 
and purely personal expenses should 
be disallowed. 


(3) All advertising expenses should 
be deductible. Regulatory agencies 
should not be allowed to pass on 
whether such amounts are ordinary 
and necessary. (This is in reference 
to a proposed IRS regulation on “lob- 
bying expenses” under Section 162.) 


(4) Only entertainment and travel 
expenses which can be substantiated 
should be allowed as a deduction. 
There should be no flat allowance 
similar to the standard deduction for 
individuals. 


Research and Development 
Expenditures 

Panelists testifying on this category 
on December 3 will agree that ‘the 
present provision for expensing re- 
search costs (Section 174) should not 
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be changed; if changed, it should pro- 
vide for the expensing of equipment 
that must now be depreciated. Also 
to be suggested is a tax credit for 
corporate contributions to research. 


Treatment of Capital Gains 


Panel members on December 4 will 
recommend the following changes: 


(1) Unrealized capital gains should 
be taxed upon the taxpayer’s death. 


(2) The tax on reinvested capital 
gains should be deferred, while 
recognizing losses currently in full. 
There should be a higher tax on non- 
reinvested gains, but with the benefit 
of averaging income. 


(3) There should be carved out of 
the present capital assets classifica- 
tion a class of investment property for 
special tax treatment. 


(4) The federal tax policy should 
be changed to provide for a lower tax 
on reinvested gains and heavier taxa- 
tion of those gains spent on consump- 
tion. 

(5) Sales of depreciable property 
should not result in capital gains. 


Pensions and Other Employee 
Benefit Plans 


Panelists discussing this category 
on December 7 will agree that all 
payments to pension funds should be 
deductible up to a specified limit and 
that all retirement income should be 
taxed in a consistent manner. A few 
of the panelists will recommend that 
the law be changed to hold that lump- 
sum distributions from pensions or 
other employee benefit plans, or stock 
options, would not receive capital 
gains treatment. 


Corporate Distributions 
and Adjustments 


On December 10 the committee will 
be advised that the tax provisions of 
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Subchapter C of the Code are ade- 
quate and need only minor changes. 
A limitation on loss carryovers in 
mergers and reorganizations will be 
proposed. Panelists will agree that 
the Advisory Group’s recommenda- 
tions on Subchapter C is a step forward. 


Treatment 
of Investment Companies 


A specific recommendation to be 
presented on December 10 will be that 
investment syndicates be treated as part- 
nerships. Panelists will agree that the 
regulated investment company provi- 
sions of the Code are fair, and have con- 
tributed to the growth and diversification 
of investments. One panelist will rec- 
ommend that the tax-exempt charac- 
ter of municipal bond interest be 
preserved to shareholders in an in- 
vestment company. 


Partnerships and Corporations 
Treated like Partnerships 
Following are the views of panelists 


which will be presented to the com- 
mittee on December 11: 


(1) Partnership provisions cannot 
be simplified unless general provi- 
sions of the tax law on capital gains, 
deductions and other similar income 
treatment can be simplified. 


(2) The theory of Subchapter S is 
sound, but some uncertainty exists in 
its application. Losses should be car- 
ried back to corporate level prior to 
a Subchapter S election, and the pass- 
through of capital gains should be 
limited. 


(3) The conduit rules should be ex- 
tended to tax-exempt income. 


(4) An extension of the provisions 
of Subchapter S to personal holding 
companies should be considered by 
the committee. 


Foreign Income 


Panelists on December 16 will give 
support to H. R. 5, which is now 
pending before Congress. The con- 
clusion of the panelists will be that 
more uniformity is needed in the tax- 
ation of foreign income, and there 
will be general support to the deferral 
of tax until income earned abroad is 
repatriated. 
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Observations and Aims 
of a New Commissioner 


By DANA LATHAM 


The author is United States 
Commissioner of Internal Revenue. 


T IS A REAL PRIVILEGE to be able 

to participate with you in this Twelfth 
Annual Federal Tax Conference conducted 
by the University of Chicago. 


Impressions as Commissioner 


Among the topics which Dean Ratcliffe 
was kind enough to suggest that I might 
discuss was one dealing with my impres- 
sions of the Internal Revenue Service upon 
assuming office. 


In connection with my remarks on this 
subject as well as what will follow, I know 
you will bear in mind that I have occupied 
my present position just a year. During 
that time I have learned something about 
the Internal Revenue Service, but I can 
assure you that ten years would not be too 
long a period if one were really to become 
acquainted with the complex problems con- 
stantly arising. To me it seems regrettable 
that Commissioners, for one reason or 
another, do not serve longer terms. 


Internal Revenue Service 
Not a Popular Service 


One of the first things I learned upon 
coming to Washington was that my job 
was not a popular one. 


Shortly after I arrived in Washington, I 
was invited to attend a rather formal 
institutional dinner. Each guest was spot- 
lighted and his title announced as he de- 
scended a staircase at the Sheraton Park 
Hotel. I was immediately preceded by 
Wilbur Mills, chairman of the House Ways 
and Means Committee. He received great 
applause. When I was announced, there 
was reasonable applause but also a smatter- 
ing of boos. I told Mr. Mills later that it 
seemed too bad that I was blamed for what 
he had done, or failed to do. Mr. Mills 
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suggested that thereafter we should make 
our entrance arm-in-arm. 


As a matter of fact it isn’t at all surpris- 
ing that we are not a popular service. 
Webster states that the English word “tax” 
is derived from the Latin word “taxare,” 
meaning to touch sharply. I am sure that 
no one here would disagree with that defini- 
tion as applied to our current internal reve- 
nue laws. In our efforts to administer the 
laws enacted by Congress, we touch the 
lives of every American citizen more di- 
rectly than does any other agency in gov- 
ernment. 


On the other hand, I like to think that 
the federal tax collector isn’t quite as bad 
as depicted by Mark Twain, who once said 
there was one difference between a tax col- 
lector and a taxidermist—the taxidermist at 
least left the hide. 


Nor do I think that our people in deal- 
ing with taxpayers generally leave them in 
the position described by my friend from 
Los Angeles, who had recently visited the 
casinos in Las Vegas. When asked how 
he came out in Nevada, he stated: “Pretty 
well. I went to Las Vegas in a $6,000 
Cadillac and came home in a $25,000 bus.” 


Magnitude of Operation 


Next I was amazed at the scope and 
complexity of our operation. Having prac- 
ticed tax law in a large city for a consider- 
able number of years, I thought I knew 
something of difficult issues and compli- 
cated cases. I can assure you that I did 
not. 


Further, the sheer task of processing an- 
nually some 93 million tax returns and col- 
lecting some $80 billion is appalling. 


Commissioner's Job 
Administrative in Nature 


It is perfectly obvious that in view of the 
job to be done, which job is performed by 
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more than 50,000 permanent employees, the 
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Need for Adequate Public Relations 


From what I have said, I know you will 
not conclude that we are at all complacent 
with the type of job which is being accom- 
plished. 


In the discharge of our difficult task, the 
Internal Revenue Service owes it to itself 
and to the American public to do every- 
thing possible to improve its public rela- 
tions. In my judgment, it is no amswer for 
ws to say, “Well, we merely admmister the 
laws, we don’t write them” The matter of 
paramount umportance is how we admmester 
these laws which admittedly we do not 
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actually audit, either by field or office pro- 
cedures, but a comparatively small number 
of such returns. 


This does not mean, of course, that the 
returns not so audited are ignored. In our 
various offices, highly trained personnel 
classify all returns with a view to deter- 
mining the returns which should be exam- 
ined. The techniques employed vary from 
year to year and from area to area. A 
return which may not be classified this year 
for ex#mination may be so classified the 
following year. No taxpayer is ever certain 
that his return will not be examined in any 
particular year. 


After the classification process is com- 
pleted, returns are selected from those so 
classified for examination. The returns 
containing the greatest potential for error 
are, of course, selected first. 


It is the Service’s objective to complete 
the audit of all returns within 20 months of 
the date on which they are filed. This 
means not only initiating and completing 
the audit, but conducting the informal con- 
ference, should one be necessary, and moving 
the case out of the Audit Division within 
the 20-month period. Of course, there will 
always be a number of cases in which audits 
and settlements necessarily take longer than 
this but we are making every effort to keep 
these exceptions to a minimum. We have 
recently re-emphasized this objective, and 
instructed all officials to keep a continuing 
eye on the backlog statistics to make cer- 
tain that all districts are doing the best they 
possibly can to achieve this objective. Our 
efforts are achieving considerable success. 


We are making similar efforts to expedite 
action on claims for refund, offers-in-com- 
promise, and related matters. For example, 
our objective is to dispose of all regular 
claims for refund, either by survey or by 
examination, within 90 days from the date 
of receipt in the Audit Division, excepting 
only the most complex and time-consuming 
cases. 


Settlement Procedures 


A basic aim of the Internal Revenue 
Service, of course, is to settle as many tax 
controWersies without litigation as is pos- 
sible. Any other approach would flood our 
courts and conceivably result in a break- 
down of our present administrative system. 
Another, and equally important, objective is 
to settle these controversies as quickly as 
possible and as close to the taxpayer’s place 
of Fusiness as is possible. 
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Some 98 per cent of all potential tax con- 
troversies are disposed of at the audit level. 
By that I mean that in less than 2 per cent 
of the cases involving proposed deficiencies 
it is necessary for the taxpayer to even 
resort to our informal conference proce- 
dures. This figure, however, is not as negli- 
gible as it may appear when you consider 
that 2,400,000 returns are actually audited 
in the field or in our local offices. 


Informal Conferences 


Informal conference procedures are an 
integral part of our audit and settlement 
program. To me it is of paramount im- 
portance that tax controversies be disposed 
of at the earliest possible time. The number 
of cases going on to our appellate staff and 
the Tax Court should obviously be held to 
a minimum. 


Having been in tax practice myself, I am 
well aware that many practitioners feel that 
the informal conference procedures now in 
use have not worked as well as the proce- 
dures employed prior to the 1952 reorgani- 
zation. Since becoming Commissioner, I 
have looked into the matter rather care- 
fully, and have found that the present in- 
formal conference procedures work admirably 
in certain areas, and not so well in others. 
There are probably many reasons for these 
differences. One has to do with the ex- 
perience and ability of the conferee, and 
another with the cooperation of taxpayers 
and their representatives. As a matter of 
fact, some 60 per cent of the cases going to 
informal conference are settled by that pro- 
cedure. 


We are making vigorous efforts to im- 
prove our informal con:erence procedures. 
Our National Office Andit Division has re- 
cently undertaken a series of experiments 
and studies designed to improve the effec- 
tiveness of these procedures. 


For example, here in Chicago we have 
increased the staff of the conference co- 
ordinator so that all conferences on complex 
cases can be conducted by the co-ordinator’s 
staff instead of by the group supervisors. 
Also, we have provided that all conferences 
will be held by a group supervisor who was 
not previously involved in the audit of the 
case. Somewhat similar experiments are 
being conducted in Austin and Dallas. 
Careful records are being kept as to the re- 
sults of these experiments. 


Other approaches are also being under- 
taken. For example, our Boston region is 
making a study of cases in which the in- 
formal conference is bypassed, to determine 
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more than 50,000 permanent employees, the 
Commissioner's responsibility is primarily 
administrative. Yet, as you know, that 
position has historically been held either by 
a lawyer or an accountant, neither of whom 
by training are skilled administrators. 


Yet we find ourselves in this peculiar 
position. Although the Commissioner sel- 
dom participates in the merits in any par- 
ticular tax controversy, I am convinced 
that he should have a technical tax back- 
ground. Without it, it is, in my judgment, 
impossible for him to adequately measure 
performance of his associates or deal prop- 
erly or effectively with other officials in the 
Treasury Department and the various mem- 
bers of the Congress. Accordingly, as I 
see it, the public is doomed to be served by 
lawyers or accountants, regardless of their 
lack of administrative experience and ability. 


Service Manned by Splendid Group 
of Career People 


Bearing in mind the magnitude of the 
task charged to the Internal Revenue Serv- 
ice, it was immediately apparent that it 
could not be done at all, let alone well, un- 
less day-to-day operations were in the hands 
of able, conscientious and dedicated career 
people. I can assure you, without qualifica- 
tion, that the Service is so manned, par- 
ticularly in the major operating areas. I 
continue to be amazed at our ability to re- 
cruit and hold people of the caliber we 
possess at the salaries which we are per- 
mitted to pay. 

However, it is not by chance that we have 
people of these qualifications. In the first 
place, some years ago we inaugurated a 
comprehensive plan looking to the recruit- 
ment, training and rapid advancement of 
technical and managerial personnel. Its 
aim was to attract individuals with a poten- 
tial for learning and growth. It was 
coupled with comprehensive programs pro- 
viding specialized training in technical and 
managerial skills. In this connection, I am 
satisfied that no agency in government has, 
nor so far as I know does any private enter- 
prise have, better training programs than 
does the Internal Revenue Service. 


This whole approach has paid most hand- 
some dividends. We are presently able to 
recruit the bulk of our technical personnel 
direct from the best colleges and universities. 
Further, our attrition or resignation rate 
has materially declined year by year. As 
a result, I sincerely believe that we pres- 
ently have a reasonably efficient organiza- 
tion. My hope and expectation is that we 
can constantly improve our operations. 
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Need for Adequate Public Relations 


From what I have said, I know you will 
not conclude that we are at all complacent 
with the type of job which is being accom- 
plished. 


In the discharge of our difficult task, the 
Internal Revenue Service owes it to itself 
and to the American public to do every- 
thing possible to improve its public rela- 
tions. In my judgment, it is no answer for 
us to say, “Well, we merely administer the 
laws, we don’t write them.” The matter of 
paramount importance is how we administer 
these laws which admittedly we do not 
write. 


Some months ago, I re-established what 
is termed the Commissioner's Advisory 
Group. This is composed of 12 men se- 
lected from among the leaders in the legal, 
accounting and teaching professions, and 
business, selected from the various parts of 
the United States on a geographical basis. 


We have had two meetings in Washing- 
ton—the first occupying two full days and 
the second, three days. Similar meetings 
will be held quarterly. We discuss our 
administrative problems, openly and frankly. 
We tell them what we are attempting to 
do in areas where problems admittedly 
exist. I was most gratified at the conclusion 
of the last meeting when several members 
told me voluntarily that they theretofore 
had no idea of the extent to which we 
understood the problems and the manner 
in which we were attempting to’ come to 
grips with them. It is this kind of under- 
standing that we are hoping to communicate 
to taxpayers and tax practitioners every- 
where. 


Our whole system of government is erected 
upon the foundation of voluntary compli- 
ance. If this is to be maintained, we must 
convince the public that we are constantly 
striving to discharge our task fairly, equi- 
tably and expeditiously. We must do every- 
thing reasonably possible to make certain 
that each citizen meets his just tax obliga- 
tion and that those who would willfully 
evade are detected and punished. All this 
must be accomplished in an atmosphere 
foreign to the “gestapo” method. I can as- 
sure you that it is not easy. 


Audit Program 


Mr. Ratcliffe also suggested that I might 
discuss our audit program. 


I am sure that most of you are familiar 
with the fact that although we mathemati- 
cally verify practically all returns filed, we 
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actually audit, either by field or office pro- 
cedures, but a comparatively small number 
of such returns. 


This does not mean, of course, that the 
returns not so audited are ignored. In our 
various offices, highly trained personnel 
classify all returns with a view to deter- 
mining the returns which should be exam- 
ined. The techniques employed vary from 
year to year and from area to area. A 
return which may not be classified this year 
for ex#mination may be so classified the 
following year. No taxpayer is ever certain 
that his return will not be examined in any 
particular year. 


After the classification process is com- 
pleted, returns are selected from those so 
classified for examination. The returns 
containing the greatest potential for error 
are, of course, selected first. 


It is the Service’s objective to complete 
the audit of all returns within 20 months of 
the date on which they are filed. This 
means not only initiating and completing 
the audit, but conducting the informal con- 
ference, should one be necessary, and moving 
the case out of the Audit Division within 
the 20-month period. Of course, there will 
always be a number of cases in which audits 
and settlements necessarily take longer than 
this but we are making every effort to keep 
these exceptions to a minimum. We have 
recently re-emphasized this objective, and 
instructed all officials to keep a continuing 
eye on the backlog statistics to make cer- 
tain that all districts are doing the best they 
possibly can to achieve this objective. Our 
efforts are achieving considerable success. 


We are making similar efforts to expedite 
action on claims for refund, offers-in-com- 
promise, and related matters. For example, 
our objective is to dispose of all regular 
claims for refund, either by survey or by 
examination, within 90 days from the date 
of receipt in the Audit Division, excepting 
only the most complex and time-consuming 
cases. 


Settlement Procedures 


A basic aim of the Internal Revenue 
Service, of course, is to settle as many tax 
contro#ersies without litigation as is pos- 
sible. Any other approach would flood our 
courts and conceivably result in a break- 
down of our present administrative system. 
Another, and equally important, objective is 
to settle these controversies as quickly as 
possible and as close to the taxpayer’s place 
of business as is possible. 
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Some 98 per cent of all potential tax con- 
troversies are disposed of at the audit level. 
By that I mean that in less than 2 per cent 
of the cases involving proposed deficiencies 
it is necessary for the taxpayer to even 
resort to our informal conference proce- 
dures. This figure, however, is not as negli- 
gible as it may appear when you consider 
that 2,400,000 returns are actually audited 
in the field or in our local offices. 


Informal Conferences 


Informal conference procedures are an 
integral part of our audit and settlement 
program. To me it is of paramount im- 
portance that tax controversies be disposed 
of at the earliest possible time. The number 
of cases going on to our appellate staff and 
the Tax Court should obviously be held to 
a minimum, 


Having been in tax practice myself, I am 
well aware that many practitioners feel that 
the informal conference procedures now in 
use have not worked as well as the proce- 
dures employed prior to the 1952 reorgani- 
zation. Since becoming Commissioner, I 
have looked into the matter rather care- 
fully, and have found that the present in- 
formal conference procedures work admirably 
in certain areas, and not so well in others. 
There are probably many reasons for these 
differences. One has to do with the ex- 
perience and ability of the conferee, and 
another with the cooperation of taxpayers 
and their representatives. As a matter of 
fact, some 60 per cent of the cases going to 
informal conference are settled by that pro- 
cedure. 


We are making vigorous efforts to im- 
prove our informal conference procedures. 
Our National Office Audit Division has re- 
cently undertaken a series of experiments 
and studies designed to improve the effec- 
tiveness of these procedures. 


For example, here in Chicago we have 
increased the staff of the conference co- 
ordinator so that all conferences on complex 
cases can be conducted by the co-ordinator’s 
staff instead of by the group supervisors. 
Also, we have provided that all conferences 
will be held by a group supervisor who was 
not previously involved in the audit of the 
case. Somewhat similar experiments are 
being conducted in Austin and Dallas. 
Careful records are being kept as to the re- 
sults of these experiments. 


Other approaches are also being under- 
taken. For example, our Boston region is 
making a study of cases in which the in- 
formal conference is bypassed, to determine 
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the reasons for bypassing, the subsequent 
disposition of these cases in the Appellate 
Division, and similar data. 


We will shortly begin a series of two-day 
seminars for conference co-ordinators. These 
will be conducted by national office audit 
officials in all parts of the country. All of 
our conference co-ordinators will attend the 
conference at one of these points to discuss 
problems, methods of operations and ways 
of improving the informal conference pro- 
gram. After these two-day sessions, the 
conference co-ordinators will return to their 
own districts and hold a one- or two-day 
meeting of a similar nature with group 
supervisors and other conferees. 


We are confident that these various efforts 
will result in still further improvement of 
our informal conference procedures. 


In view of this active interest on the part 
of the Service, may I urge that you, as prac- 
titioners, regardless of your past feelings 
toward the informal conference, give the 
present procedures a tryout with an open 
mind. If, after a fair trial, they seem un- 
satisfactory, talk to the conference co-or- 
dinator or chief of audit in your district. 
By so doing, you sacrifice none of the rights 
of your client, and it may well be that 
advantageous results will be achieved. 


Appellate Settlements 


As you know, controversies not settled at 
the audit or informal conference level go to 
our Appellate Division. If a taxpayer is 
not interested in invoking our informal con- 
ference procedures, he may ask that the 
matter be referred direct to the Appellate 
Division. 

The Appellate Division also functions in 
what we term the “pre-90-day area,” that is, 
where no petition has been filed with the 
Tax Court, and in what we call the “docketed 
area,” where appeals have, in fact, been 
filed. 


As you know, Appellate retains jurisdic- 
tion after the deficiency letter has been is- 
sued and the case has moved from the pre- 
90-day status into the docketed status. 


In fiscal 1959, our Appellate Division re- 
ceived some 17,000 cases in the pre-90-day 
status. During the same period, it dealt 
with some 7,000 cases in the docketed status, 
of which 60 per cent had never been in 
Appellate at all and the remainder had been 
processed by Appellate in the pre-90-day 
area. 


Despite this large receipt of cases by 
Appellate during the same period, only 861 
cases were in fact tried before the Tax 
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Court. This means that approximately 17 
out of 18 cases received by Appellate were 
disposed of by agreement between the 
parties. 


While it is obvious that our settlement 
procedures are resulting in the disposition 
of controversies short of trial, our Appellate 
and Tax Court backlog is increasing slightly 
year by year. We do not believe that this 
increase is due to failure on our part to 
apply reasonable settlement procedures. I 
am more inclined to think that it is pri- 
marily due to the annual increase in our 
audit activities. 


While our settlement procedures are by 
no means perfect, we are making progress. 
You know, as well as I, that it is no easy 
task to dispose by agreement of matters 
involving large sums of money, disputes of 
fact and substantial doubts as to the law of 
the case. 


Rulings—Program and Policy 


I would like now to touch briefly on the 
matter of rulings. This is a broad and 
difficult subject with respect to which one 
could well devote the entire time allotted 
him. 


I feel strongly that, as a service organi- 
zation, we should do our utmost to advise 
taxpayers and tax practitioners as to the 
tax results of contemplated business trans- 
actions. To the extent of our ability, this 
is Our present program. 


In its discharge, however, basic problems 
arise. For example, necessarily, most of 
our rulings are so-called “private rulings.” 
We simply could not publish the more than 
40,000 written rulings that we issue every 
year. Occasionally we change our minds 
after issuing a private ruling. In such 
cases, the recipient of the ruling is pro- 
tected to the date of revocation. On the 
other hand, another taxpayer who requested 
no such ruling receives no such protection. 
Fortunately, such instances where we change 
our position are comparatively rare. On 
the other hand, when it does occur, problems 
necessarily arise. At present, I know of 
no ready answer to this situation. 


Sometimes humorous situations emerge. 
For example, prior to 1955 the excise tax on 
motor scooters was 10 per cent and the tax 
on trucks was 8 per cent. At or about that 
time certain manufacturers began the pro- 
duction of three-wheeled vehicles with shaft 
drive, ordinary brakes, truck bodies and 
covered cabs. The manufacturers suggested 
to us that they were taxable as trucks at 
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8 per cent. We concluded that they were 
motorcycles taxable at 10 per cent. 


In 1955, the Congress repealed the excise 
tax on motorcycles. What do you think 
we then concluded—that we were wrong in 
treating these vehicles as motorcycles and 
in fact they were trucks. You can well 
imagine the difficulties which I encountered 
in explaining this action to the manufacturers 
and certain members of Congress. When 
this matter first came to my attention, I 
told some of my associates that it was situa- 
tions such as this that made it difficult to 
induce a person in his right mind to accept 
the position of Commissioner. Fortunately, 
this situation, I believe, has been adjusted 
to the satisfaction of most interested parties. 
However, it is a fair example of what can 
arise in this area, 


When I was in private practice, I was 
rather impatient at the delays which seemed 
to me to prevail in connection with requests 
for rulings. Now while I am still impatient 
with the delays in the issuance of rulings, 
I understand the reasons for them better 
than before. I would like to explain some 
of them to you and tell you what we are 
doing to try to solve our problems in 
this area. 


One of the main reasons for delay in 
responding to requests for rulings is the 
sheer number of such communications, many 
of which involve highly complicated tax 
questions. For example, last year we re- 
ceived over 40,000 requests for rulings or for 
technical advice to be furnished the field; 
and we held some 15,000 conferences on 
these requests. 


Other common causes of delay are: the 
need for policy advice from the tax policy 
staff at the Treasury on certain types of 
issues; pending court decisions; absence of 
regulations; and, often, the need for addi- 
tional information from the taxpayer or 
field offices of the Service. 


Another major factor causing delay is the 
fact that we now publish all significant rul- 
ings. Consequently, we have to give a great 
deal more care to what we say in those 
rulings. It is not enough to simply say 
“yes” or “no” to a particular taxpayer. We 
know they will be serving as precedents, 
and we must visualize their application to 
other taxpayers as well as the one who 
requested the ruling. Published rulings 
have become, in effect, “junior regulations.” 


To help reduce the crushing burden of 
work to which most of our delays are 
traceable, we have done a number of things, 
many of which you are probably familiar 
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When one begins the study of law, 
it seems highly compartmentalized— 
contracts, descent, distribution, 
corporations, real property. 

Then one begins to perceive a 
unifying force, the ideal of justice 
between man and man. The law 
becomes the power that directs 
human relations. Its purpose is to 
provide the rules that enable 

men to live together in harmony. 
—Stanley F. Reed. 


with—and, in addition, are considering others. 
I would like to summarize these procedures 
so that you may observe the pattern we 
are attempting to set. 


(1) Last June, we re-emphasized our re- 
quirements governing the submission of 
rulings. We think these provisions are 
perfectly reasonable. Our past practice, 
however, of accepting requests that did 
not meet them, substantially increased the 
burdens falling upon our rulings people. 
We are asking only that the practitioner 
should do his own share of the work on his 
request and not expect the Service to do 
it all. I can assure you that the briefs sub- 
mitted in support of your positions are 
given most careful consideration. 


(2) Also in June, we eliminated the past 
practice of routinely sending all revenue 
rulings, intended for publication, to the 
Chief Counsel for review. This change was 
part of a plan to reduce the burden of work 
devolving upon the Office of the Chief 
Counsel. I understand that there has been 
some speculation as to the possible signifi- 
cance of this move; but may I assure you 
that we are simply relieving the Chief 
Counsel from the necessity of passing on 
minor rulings that do not really require 
legal review. Matters of moment, and those 
involving difficult legal problems, will still 
go to the Chief Counsel for consideration. 


While we are on the subject of the Chief 
Counsel, may | tell you about Mr. Hart 
Spiegel of San Francisco, who on Septem- 
ber 21 assumed the duties of that most im- 
portant office. Mr. Spiegel was formerly a 
partner in the well-known San Francisco 
law firm of Brobeck, Phleger and Harrison, 
and he has specialized in taxes for many 
years. He is able and dedicated and will 
bring to the Office of the Chief Counsel 
an enthusiasm and a spirit of cooperation 
which will mean much to the taxpayers 
and practitioners of the country. I know 
that I can speak for you all when I say 


1065 





that we welcome Mr. Spiegel and wish him 
all success. 


(3) Another step in process is a more 
definite statement as to the areas in which 
we will not rule. The objective is to avoid 
fruitless requests on your part and unneces- 
sary correspondence on ours. In general, 
we cannot rule on matters where the ele- 
ment of fact is so important that the matter 
should be explored by an agent in the field. 


(4) Finally, we are presently preparing 
comprehensive regulations in the excise tax 
area in order to reduce the need for a mass 
of individual rulings in this troublesome 
field. As an added benefit, taxpayers will 
have an opportunity to be heard with re- 
spect to the merits of proposed regulations 
before their final issuance. 


In addition to the steps already taken, 
we are vigorously seeking additional means 
of expediting the issuance of our rulings. 
During the past summer and presently, Dr. 
L. Hart Wright of Michigan University’s 
Law School, who is a most competent and 
imaginative individual, has been studying 
our procedures for formulating rulings and 
regulations with a view to their improve- 
ment. From conversations already had with 
him, I am confident that he will furnish 
us with very fruitful recommendations when 
his study is completed. 


I have also been discussing the rulings 
problems with the Commissioner’s Advisory 
Group already referred to. Last month, we 
spent considerable time discussing possible 
improvements in the rulings procedures. I 
am confident that many of the ideas sug- 
gested will eventually prove feasible and be 
put into effect. 

May I close this particular discussion by 
saying that I think we are making progress 
in our efforts to administer the rulings pro- 
gram not only fairly and competently but 
also promptly. I trust further improvement 
in the timeliness of action in the rulings 
area will soon become evident. 


Uniformity 


We are all vitally interested in and con- 
cerned with the maintenance of uniformity 
in tax decisions everywhere in the nation. 
To the extent we can give our people uni- 
form and effective training, we vastly in- 
crease the probability that they will make 


similar decisions in similar situations. We 
do not rely, of course, solely upon training 
to achieve uniformity. On the contrary, we 
have a number of methods carefully and 
specifically designed to obtain uniformity 
of decisions with regard to tax issues. 
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One of the most important of these is the 
post review by regional analysts of a scien- 
tifically selected sample of cases closed in 
each district office. This review is intended 
to insure the uniform application of tax 
laws, policies and procedures, and to deter- 
mine the quality and technical accuracy of 
the district audit and review work. When- 
ever errors are found, the normal procedure 
is to issue an “advisory letter” calling the 
district’s attention to the error and clarify- 
ing the subject so that the error will not 
be repeated. If the error is sufficiently 
serious, the case may be reopened by means 
of an “exception” letter. (I will discuss our 
policy on reopening of closed cases a little 
later, but first I would like to complete my 
discussion of our procedures for insuring 
uniformity. ) 


By this means, I feel that we have 
achieved a reasonable degree of uniformity 
on a regional basis. Uniformity on a na- 
tional basis presents further problems. In 
this connection, may I say that complete 
uniformity, in the abstract sense, is, in my 
judgment, impossible of attainment unless 
all determinations are made by a single 
man. Even if every decision as to particular 
tax liabilities were made in Washington, it 
is perfectly obvious that one man sitting at 
one end of a room might accord a question 
an entirely different answer than that given 
by another person faced with the identical 
problem but sitting at the other end of the 
same room. 


We are acutely aware of the need for 
uniformity of interpretation on a national 
basis and are making every effort to deal 
with this problem. Again time does not 
permit any detailed discussion of the various 
means and methods employed to achieve 
this objective. 


One device apparently not commonly 
known to tax practitioners involves requests 
for technical advice and, in effect, is a 
“certiorari” procedure designed to aid in 
achieving uniformity. Under it, a taxpayer 
who believes that a particular situation is 
being dealt with in conflicting fashions in 
different districts, or that the problem in- 
volved in his case is novel or particularly 
difficult, may request the chief of audit in 
the district office involved to ask the na- 
tional office for technical advice. 


If the district office declines the tax- 
payer’s request, the district is required to 
send the request, together with a statement 
of its reasons for declination, to Washington 
for review. On its own motion, the national 
office may take jurisdiction. That this 
system seems to be working is evident by 
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the fact that during a recent six-month 
period less than ten such taxpayers’ re- 
quests, out of more than 500 made, were 
declined by the field. 


In mentioning this procedure, however, I 
want to emphasize that judgment must be 
exercised by practitioners in making such 
requests. The purpose of the procedure is 
to insure uniform administration of the tax 
law. It does not contemplate that Washing- 
ton shall be asked to intervene in cases 
that can and should be handled via regular 
audit and appellate channels. Failure to 


recognize this basic distinction could well 
result in such a flood of requests as to 
force us to abandon this procedure. 


Reopening of Cases 


Another troublesome situation with re- 
pect to which there has been much mis- 
understanding involves the reopening of cases. 


A short time ago, a general statement 
which I made in my monthly letter to 
Service personnel dealing with this subject 
was published in the American Bar Asso- 
ciation Tax Section periodical and made avail- 
able to other professional journals. Therein, 
it was made quite clear that, in the absence 
of fraud or material misrepresentation of 
facts, no case would be reopened unless the 
tax involved was substantial, both in rela- 
tion to the deficiency proposed and the 
taxpayer's total liability. At the same time, 
it was made equally clear that our Inspec- 
tion Service personnel had no authority 
whatever to second guess the field in the 
settlement of a tax controversy. 


The Inspection Service is empowered 
only to call attention to failures to follow 
manual procedures. For example, if a tax- 
payer showed substantial income from a 
partnership, our instructions require that 
the partnership return should be audited 
together with the taxpayer’s return. If the 
partnership return was not so audited, In- 
spection would call this procedural failure 
to the attention of the district director. It 
would then be up to the district director to 
determine whether the case should be re- 
opened, and he would make this determina- 
tion on the basis of the policy which I 
just stated. 


In view of that policy, reopenings are 
extremely rare. A careful study made in 
response to the Mills Subcommittee’s com- 
ments on this topic revealed that of 2.4 
million examined cases closed in the year 
under study, only 1,020 returns were re- 
opened, which is only 1/25 of 1 per cent. 
Only 33 of these returns were reopened 


Federal Tax Conference 


as a result of information supplied to line 
officials by Inspection. I think these figures 
definitely indicate that there are no grounds 
for real alarm in this area. 


However, I am becoming concerned be- 
cause some practitioners seem to feel that 
we have no right to reopen cases at all. 
There should be no misunderstanding on 
this point. We do commit ourselves to the 
proposition that except in the most extraor- 
dinary circumstances, we will not reopen 
cases settled by our Appellate Division per- 
sonnel. This is because Appellate conferees 
have been delegated the full power of the 
Commissioner to settle, because they are 
our most experienced and competent people. 
Consequently, no Appellate settlement has 
been disturbed in recent years. I do not 
think that we could intelligently give that 
kind of final settlement authority to some 
10,000 revenue agents of varying degrees 
of experience. Therefore, we reserve the 
right to reopen cases closed by our Audit 
Divisions, if substantial errors are found. 


The important thing is that finality is the 
rule, reopening the exception. 


Conclusion 


Again may I say that I trust you will 
understand that nothing which I have said 
is intended to indicate that we think we 
are perfect or even close to perfect. I am 
saying only that the Service is headed by 
conscientious people who are trying to do 
a good job; that they try to be reasonable 
and are always willing to listen to construc- 
tive criticism; and that they are continu- 
ously trying to improve these complex 
operations. 

If you have any constructive criticisms of 
the Service, or suggestions for improve- 
ment, I urge you to send them either to 
me or to the Advisory Group. I assure you 
they will be given careful and open-minded 
consideration. 


If we are doing something you don’t 
like, please consider the matter carefully. 
If you conclude, on an objective basis, that 
our procedures and approaches are wrong, 
let us know—either by letter directly or 
through members of the Advisory Group. 
Above all else, don’t remain silent, nursing 
a hurt, for fear of possible retaliation 
against your client. 


We appreciate, more than you can ever 
know, the constructive help which we have 
had through the years from the tax prac- 
titioners of this country. We ask your 


continued understanding, suggestions, and 
assistance. [The End] 
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THE IMPACT OF 


Some Recent Developments in 
Tax Litigation and Legislation 


By WILLIAM R. SPOFFORD 


The author is a member of the firm 
of Ballard, Spahr, Andrews and 
Ingersoll, Philadelphia. He is the 
chairman-nominee, Section on 
Taxation, American Bar Association. 


T HE most difficult aspect of my assign- 
ment is to determine which of the many 
developments in recent months, as well as 


those still in the formative stage, are 
significant. In many cases the relative 
significance of a particular development 
varies with the interest of the one who 


makes the choice. Accordingly, it seemed 
to me that the most objective way for me 
to choose would be on the basis of interest 
shown by those who have come to me as 
an officer of the Section of Taxation of 
the American Bar Association and asked 
what we were doing about a particular 
matter. In some cases the approach has 
been to demand, in polite terms, of course, 
that we get busy and take steps to have 
the great wrongs committed by the courts 
or the Treasury corrected without delay. 


Cases and Rulings 

Proceeding on this tack it is most obvious 
that the most important development in the 
tax field during the past year was one 
which is not within the scope of my assign- 
ment. I refer, of course, to the decision 
of the Supreme Court in the Northwestern 
States Portland Cement Company v. Minne- 
sota and Williams v. Stockham Valves and 
Fittings, Inc., 4 ste J 200-002, 358 U. S. 450 
(February 24, 1959). These twins, North- 
western and Stockham, have become, in a 
few short months, almost as well known as 
the equally unpopular twins of a decade 
ago, that is, Commissioner v. Estate of 
Church, 49-1 ustc ¥ 10,702, 335 U. S. 632, 
and Commissioner v. Estate of Spiegel, 49-1 
ustc § 10,703, 335 U. S. 701. In the North- 
western-Stockham cases, the court not only 
disposed of the cases before it and upheld 
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the rights of the states to impose the taxes 
there in question on income arising from 
interstate commerce, but went further and 
laid down this broad principle: 

“We conclude that net income from the 
interstate operations of a foreign corpora- 
tion may be subjected to state taxation 
provided the levy is not discriminatory and 
is properly apportioned to local activities 
within the taxing State forming sufficient 
nexus to support the same.” 

The floodgates were opened. Business 
men throughout the country, and their law- 
yers, moved into the fray. Congress soon 
became aware of the rising tide of discon- 
tent and enacted S. 2524 as a stopgap meas- 
ure. This bill became law on September 14, 
1959 (P. L. 86-272). 

Congress has endeavored to grant a 
measure of relief on a fairly broad-brush 
basis, but lawyers already are finding that 
important areas are not covered. Many 
suggestions will undoubtedly be made to 
the House Committee on the Judiciary and 
the Senate Finance Committee, which by 
Title II of the act are directed to study 
all matters pertaining to the taxation by 
the states of income derived from the con- 
duct of business activities which are a part 
of interstate commerce. These committees 
are directed to report the results of their 
studies and recommendations for legislation 
not later than July 1, 1962. 

It is interesting to note that the Collector 
of Revenue for the State of Louisiana is 
reported to have announced that his state 
will challenge the constitutionality of S. 
2524 as soon as a proper case comes along. 
His constitutional objections are said to be: 

(1) Congress’ power to regulate com- 
merce among the states does not give the 
federal government any authority to regu- 
late the states’ power to tax income derived 
from interstate commerce. 

(2) The law illegally prohibits retroactive 
assessments of taxes against companies 
whose activities were limited to solicitation 
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of orders before the federal law became 
effective, even though other similarly situ- 
ated corporations may have paid. 

The Committee on State and Local Taxes 
of the Tax Section of the American Bar 
Association is engaged in making an inten- 
sive study of the subject, and it is ex- 
pected that the committee will present 
recommendations for section action at the 
next annual meeting of the section in 
August, 1960. Such recommendations as 
are approved by the section and the ABA 
House of Delegates will be submitted to the 
two Congressional committees in ample 
time for their consideration in the course 
of the studies which they have been di- 
rected to make. This committee would wel- 
come any suggestions you might care to 
make. 

The Cammarano case and the proposed 
regulations relating to lobbying expenses.— 
The Supreme Court handed down another 
decision on February 24, 1959, which sent 
a certain segment of our population into a 
tail spin. In Cammarano v. U. S. and Strauss 
v. Commissioner, 59-1 ustc { 9262, 358 U. S. 
498, the Court denied deductions for amounts 
contributed to advertising programs de- 
signed to defeat initiative measures by per- 
suading the voters to vote against the 
measures. One of the litigants was a whole- 
sale beer distributor in the State of Wash- 
ington. The initiative measure would have 
placed the sale of beer in the hands of that 
state and, if enacted, the legislation would 
have affected the taxpayer’s business ad- 
versely in a most serious manner. Perhaps 
total destruction would have resulted. In 
the other case, the taxpayer, who was in 
the wholesale liquor business, contributed 
to an advertising program designed to 
defeat an initiative calling for statewide 
prohibition in Arkansas. 

The Court held that the regulations under 
the 1939 Code prohibiting the deduction of 
expenses incurred to defeat legislation could 
be applied to these expenses and were valid. 

Previously, on July 10, 1956, the Treasury 
had published in the Federal Register pro- 
posed regulations under Section 162 of the 
1954 Code relating to lobbying expenses. 
These regulations never became final and 
on September 19, 1959, they were with- 
drawn. New regulations were then pro- 
posed in substitution therefor, and the usual 
30-day period was granted for filing com- 
ments. If the oral comments which have 
come to my attention are any indication of 
what will be filed, it would appear that the 
Treasury will hear from many quarters. 


The withdrawn regulations would have 
provided as follows: 
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“(c) Expenditures for lobbying purposes, 
for the promotion or defeat of legislation, 
for political purposes, or for the develop- 
ment or exploitation of propaganda (includ- 
ing advertising other than trade advertising) 
relating to any of the foregoing purposes, 
are not deductible from gross income, No 
payment made, either directly or through 
any organization, for the specific purpose 
of attempting to promote or defeat legis- 
lation shall be deductible. Other payments, 
not so made and otherwise meeting the 
requirements of the regulations under sec- 
tion 162, when made as dues or contribu- 
tions to a trade or business organization, 
may be deductible under some circum- 
stances, even though influencing, or attempt- 
ing to influence, legislation is imcidentally 
involved in the use by such organization of 
such payments. Thus, the payment of such 
amounts made as dues or contributions to— 


“(1) A labor, agricultural, or horticul- 
tural organization, exempt under section 
501(c)(5), or 


“(2) A business league, chamber of com- 
merce, real-estate board, or board of trade, 
exempt under section 501(c) (6), 


for the furtherance of the general purposes 
and program of such an organization in 
promoting the common economic interests 
represented, shall be deductible in full if 
the activities of such organization which 
consist of lawfully attempting to promote 
or defeat legislation are incidental to the 
organization’s general purposes and program.” 
(Proposed Regulations Section 1.162-15— 
italics supplied.) 


Presumably, the Treasury believed that 
its previously proposed regulations were 
too liberal in the light of the Cammarano 
case and in the most recently proposed 
regulations has tightened up the require- 
ments. Under the latest proposed regula- 
tions, the test with respect to dues and 
other payments to an organization such as 
a labor union or a trade association will, 
assuming the payments otherwise meet the 
requirements of Section 162, be deductible 
in full unless a substantial part of the 
organization’s activities consists of one or 
more of the following: expenditures for 
lobbying purposes, fdr the promotion or 
defeat of legislation, for political campaign 
purposes (including the support of or oppo- 
sition to any candidate for public office), 
or for carrying on propaganda (including 
advertising) related to any of the foregoing 
purposes. Ifa substantial part of the activi- 
ties of an organization consists of one or 
more of the above, deduction will be al- 


lowed only for such portion of the dues or 
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other payments as the taxpayer can clearly 
establish is attributable to other activities 
of the organization. 


Even though the Treasury views the 
proposed regulations as providing the most 
generous treatment permissible under the 
holding of the Cammarano case, I am sure 
that the objections of trade associations, 
particularly those maintaining Washington 
offices, are not unanticipated. While I 
have not seen the comments which have 
been and will be filed, I suspect that much 
criticism will be directed to the word “sub- 
stantial” and a strong plea will be made 
for the restoration of the more liberal lan- 
guage of the previously proposed regulations. 


I have been told that some lawyers who 
spend a considerable portion of their time 
working on legislative matters for clients 
believe they may be faced with the possible 
disallowance of part of their office and other 
business expenses. For example, as one 
lawyer put it to me: Suppose Mr. X, a well- 
known industrialist, receives a letter from 
the Ways and Means or Finance Committee 
asking him to appear and testify on a cer- 
tain bill and give Congress the benefit of 
his views and his wisdom based on his 
experience, etc. He asks his lawyer to help 
him prepare his statement, do some research 
for him and accompany him to the hearing. 
The lawyer might very well spend several 
weeks in preparing for the hearing and 
attending it with his client. Let us assume 
that the lawyer devotes approximately one 
month of his time to this assignment. Will 
he lose the right to deduct one-twelfth of 
his rent, salaries, and other office expenses 
for that year? If he does lose the right 
to deduct a portion of these expenses, the 
disallowance would not be restricted to 
services rendered in connection with Con- 
gressional hearings, but would apply as well 
to services rendered in connection with 
state legislative activities. If lawyers ren- 
dering such services are in a vulnerable 
position, it is not due to the proposed regu- 
lations. They would have been just as 
vulnerable under the previously proposed 
regulations and under the regulations under 
the 1939 Code. 


In 1957, the House of Delegates of the 
American Bar Association adopted a tax 
section recommendation for legislation with 
respect to so-called lobbying expenses. This 
recommendation, which has been submitted 
to the Ways and Means Committee but has 
not been acted upon, would add a new sec- 
tion to the Code, which, with the exception 
of the section number, which would have 
to be changed, would read as follows: 
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“SEC. 178. EXPENSES OF ADVO- 
CATING OR OPPOSING LEGIS- 
LATION. 


“Reasonable expenses (including, but not 
limited to, traveling expenses and the cost 
of preparing testimony) incurred by a tax- 
payer in connection with appearances be- 
fore, or submission of statements to the 
committees of Congress or of any legis- 
lative body of a State, a Territory or a 
possession of the United States, or any 
political subdivision of any of the foregoing, 
or of the District of Columbia, shall be 
deductible from gross income if the expen- 
ditures for such purposes otherwise qualify 
as deductions under either section 162 or 
section 212.” 


Adoption of this recommendation should 
be helpful to Mr, X and his counsel in the 
above illustration, but probably would not 
be of much help to the trade associations 
and their ducs-paying members. They will 
undoubtedly come up with their own recom- 
mendations for legislative relief if they are 
unsuccessful in getting the Treasury to 
liberalize the proposed regulations. My 
own view is that the problem should be 
solved by legislation rather than by admin- 
istrative action. If Congress does not enact 
liberalizing legislation, its committees may 
be faced in the future with considerable 
difficulty in getting witnesses to appear on 
a voluntary basis. 


Cases involving postdeath payments made 
by employers to widows in recognition of 
the services rendered by their deceased 
husbands seem to be going generally in 
favor of the widows. It is understood that 
the Treasury is reconsidering the situation 
with respect to post-1954 cases, just as it 
did with respect to the pre-1954 cases, and 
a statement of policy may be forthcoming 
at an early date. It is hoped that the state- 
ment when issued will enable us to dispose 
of many cases in a manner that will bring 
comfort to our widowed clients who do not 
seem to understand how anyone can dis- 
agree with their lawyers when they say the 
payments were gifts. 

A ruling that caused a great deal of static 
to be generated is Rev. Rul. 59-243 (1. R. B. 
1959-29, 11), in which the Service held that 
a stock option issued under a plan which 
required the Treasury to determine the fair 
market value of the stock if it found that 
the value fixed by the parties was not the 
fair market value within the meaning of 
Section 421 did not qualify as a restricted 
stock option. There was quite a flurry of 
excitement as evidenced by the telegrams, 
telephone calls and letters received at the 
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time of the annual meeting of the Tax Sec- 
tion of the American Bar Association in 
Miami last August. Of course, under the 
procedures of the ABA, which, as you all 
know, are somewhat time-consuming, we 
were unable to take any action at the 
Miami meeting. I cannot forecast what, 
if anything, relating to this subject may 
come before the tax section in the future, 
but I am inclined to believe that the excite- 
ment has to a large extent subsided and 
that the revenue ruling is not as earth- 
shattering as some thought it was when it 
was first published. 


In the matter of valuation, it should be 
mentioned, in passing, that the Service re- 
cently published Rev. Rul. 59-60 (I. R. B. 
1959-9, 8), which supersedes Rev. Rul. 54-77 
and outlines, in general, the approach, 
methods and factors to be considered in 
valuing shares of closely held corporations 
for estate and gift tax purposes. 


Legislation 


The sum total of what Congress accomp- 
lished in the way of tax legislation in the 
First Session of the Eighty-sixth Congress 
is probably not as important as the sub- 
stance of the matters which were under 
active consideration at the time of the ad- 
journment. Nevertherless, there were some 
important accomplishments, such as: 


(1) The enactment of H. R. 8685 (P. L. 
86-368), which restored the Chief Counsel 
for the Internal Revenue Service to the 
status of a Presidential appointee. It was 
considered by many to be a down-grading of 
the office when, in the Reorganization Act 
of 1952, the appointing authority was trans- 
ferred from the President to the Secretary 
of the Treasury. The ABA Tax Section 
takes considerable pride in the restoration 
of the former status of this important of- 
ficial. In 1958 the section adopted, and the 
House of Delegates approved, a recom- 
mendation for legislation to accomplish the 
change, and we are naturally very happy 
that Congress accepted our recommendation. 

(2) The Life Insurance Company Income 
Tax Act of 1959 (P. L. 86-69, which was 
enacted to provide a permanent method of 
taxing life insurance companies for 1958 and 
later years. The act replaces the more or less 
temporary formula which had been in effect 
since 1952. The provisions of the act are 
such that time does not permit more than 
this brief reference to it at this time. 


(3) The enactment of some refinements 
of Subchapter S. One of these will make 
our friends in community property states 
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happy, that is, treating the husband and 
wife who own stock jointly as one in de- 
termining whether a corporation meets the 
ten-or-less stockholder requirement and is, 
therefore, eligible to elect to have its in- 
come taxed to its shareholders—assuming 
of course that it meets the other require- 
ments of Subchapter S. The ABA Tax 
Section Committee on Partnerships had a 
number of recommendations for the amend- 
ment of Subchapter S which were not acted 
upon by the section because the council of 
the section authorized the creation of a special 
committee to consider all aspects of Sub- 
chapters R and S. This study will include 
consideration of the underlying principles 
and philosophy of these subchapters as well 
as the need for technical changes. There are 
some who believe that Subchapter S goes 
far beyond its original purpose of granting 
relief to small businesses and produces a 
substantial loss of tax revenue by reason of 
its application to large financial operations. 
Your views on Subchapters R and S would 
be most helpful to the committee. 


When Congress adjourned, three bills 
(H. R. 4459, H. R. 3041 and H. R. 4460) 
implementing the recommendations of the 
Advisory Groups on Subchapters C, J and 
K had not been reported out by the House 
Ways and Means Committee. It is expected 
that action will be taken on these bills early 
in the next session, and we will then see 
which, if any, of the recommendations of 
the tax section have been adopted. We 
have, as you know, adopted quite a few 
recommendations approving, opposing or 
modifying the recommendations of the ad- 
visory groups. All of our recommendations 
which were adopted by the ABA House of 
Delegates prior to the 1959 annual meeting 
have been communicated to the Congres- 
sional committees. The recommendations 
adopted at the 1959 meeting are now being 
printed and will be transmitted to Congress 
as soon as they are available in printed form. 


It is more or less common knowledge that 
the House Ways and Means Committee has 
been considering an approach to the tax- 
ation of accumulated income of multiple 
trusts created by the same grantor for 
substantially the same primary beneficiaries 
which differs from the advisory group’s 
recommendation. It has been rumored that 
the Ways and Means Committee prefers 
something akin to the throwback rule. In 
1958, the tax section rejected a proposal 
that it endorse the multiple trusts approach 
of the advisory group. Those who voted 
against the proposal were motivated by a 
variety of reasons. Some felt that the use 
of multiple trusts was not sufficiently wide- 
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spread to cause any important loss of tax 
revenue, and others felt that the burdens 
which would be placed upon fiduciaries by 
the advisory group’s recommendation were 
greater than they should be required to as- 
sume. In any event, I suspect that the tax 
section may have some additional recom- 
mendations with respect to Subchapter J 
to present at the midwinter meeting in 
February. 


Another important bill that did not get 
too far is H. R. 5, The Boggs bill, known 
as the Foreign Investment Incentive Tax 
Bill of 1959, is designed to provide tax incen- 
tives to encourage private investment abroad. 
It is expected that the ABA Tax Section 
Committee on Taxation of Foreign Income 
will have some interesting suggestions and 
recommendations to submit at the mid- 
winter meeting with respect to this bill. 


Still in the Senate Finance Committee at 
the time of adjournment was H. R. 10. The 
Simpson-Keogh Bill, known as the Self- 
Employed Individuals’ Retirement Bill of 
1959, had passed the House last March. 
The terms of this bill are so well known to 
all lawyers through the publications of the 
American Thrift Association that I should 
not impose upon you by a recitation of them. 
It is my understanding that the Treasury 
remains adamant in its objection to this bill, 


and it is anybody’s guess as to its prospects 
for passage in 1960. 


The bill (S. 1274) which would transfer 
the Tax Court to the Judiciary and make 
it an Article III Court, that is, a consti- 
tutional court, did not get off the ground. 


There is in prospect a development which 
promises to be more significant than any- 
thing that has happened since the enact- 
ment of the 1954 Code, Chairman Wilbur 
D. Mills of the House Ways and Means 
Committee announced some time ago that 
his committee proposes to make a thorough- 
going study of our internal revenue laws 
with a view toward simplification of the 
entire tax structure. Mr. Mills has in mind 
far more than an attempt to simplify the 
Code itself. He has stated that he expects 
to have his committee examine carefully on 
their merits every exclusion, deduction, credit 
and special benefit, in an effort to reduce 
the top tax brackets, equalize the tax bur- 
dens and still obtain the same aggregate 
amount of revenue for the Treasury. The 
program will get under way on November 
16, when the committee will hear panelists 
discusss various facets of the tax structure. 
These panel discussions will continue for 
over a month. Presumably, the committee 
hopes that it will then be in a position to 
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consider all the provisions of the Code on 
their merits, in relation to each other, and 
introduce legislation which will accomplish 
Mr. Mills’ objectives. It has been suggested 
by some that a simple bill be introduced 
and the burden placed upon any who desire 
special benefits to come in and make out a 
case. Others have suggested that the final 
answer may move in the direction of a 
gross income tax. The idea does not seem 
to have caught hold with financial writers. 
The attitude of some who have written on 
the subject is that it is a good trick if it 
can be done. However, I am certain of one 
thing. Our tax structure must be and will 
be simplified before many years have passed. 
Perhaps it is too optimistic to expect that 
it can be done in 1960 or even in 1961; but 
if it is not done reasonably soon, the struc- 
ture will fall of its own weight. Ours is 
basically a system of self-assessment and, 
certainly, such a system, if it is to survive, 
should be expressed in laws written in the 
tongue of the people. The people will not 
respect and observe indefinitely a system 
that is expressed in language completely 
unintelligible to the average man. If he is 
to assess himself, he must be able to under- 
stand what it is that he assesses. How many 
taxpayers can read and understand Section 
341(e), for example? It is no answer to say 
that taxpayers who have problems in the 
Subchapter C or Subchapter J areas have 
counsel to interpret the Code for them. The 
very length of the Code and its manifold 
complexities, coupled with the high rates 
presently effective, cause an increasing num- 
ber of people to take the law into their own 
hands and deal with their income and de- 
ductions on a basis that leaves a great deal 
to be desired. For instance, it has been 
stated on several occasions that there is 
about $26 billion of income that cannot be 
accounted for in the tax returns. The differ- 
ence between the amount of dividends paid 
and the amount that can be accounted for 
is in itself a staggering sum. This is a 
matter of reali concern to the Treasury and 
to the Congress. The filing and checking 
of Form 1099’s with tax returns would to 
most of us appear to be a pretty good way 
to close the dividend gap, but, apparently, 
this does not work, and corporations are 
being requested through the stock exchanges 
and various other organizations to embark 
on a program designed to encourage stock- 
holder compliance on a voluntary basis. 
When you receive dividend checks at the 
year’s end and early next year, a number 
of them will probably be accompanied by 
statements from the dividend-paying com- 
pany relating to the taxability of the divi- 
dends. It is expected that some of these 
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And the Law may be resembled to 
a Nut, which has a Shell and 

a Kernel within, the Letter of the 
Law represents the Shell, and 

the Sense of it the Kernel, 

and as you will be no better for the 
Nut if you make Use only of the 
Shell, so you will receive no 
Benefit by the Law, if you rely 

only upon the Letter, and as 

the Fruit and Profit of the Nut 

lies in the Kernel,and not in the 
Shell, so the Fruit and Profit 

of the Law consists in the Sense 
more than in the Letter.—£yston v. 
Studd, 2 Plow. 459a, 465 (1574). 


statements will explain that the dividend is 
subject to tax as ordinary income and the 
amount paid to the stockholder will be re- 
ported to the Internal Revenue Service as 
required by law. If this voluntary program 
does not work, legislation to require with- 
holding from dividends and, possibly, inter- 
est will be urged upon Congress. Such 
withholding has a great deal of political 
appeal, especially in an election year. Labor 
argues that tax should be withheld from 
dividends just as it is withheld from wages. 
Presumably, dividend-paying corporations 
will support any voluntary program in order 
to avoid more onerous and costly withhold- 
ing requirements. Whether the voluntary 
program will succeed is open to serious 
doubt. While the American public is essen- 
tially honest, no one likes to be a soft touch; 
and if a man’s friends and neighbors are 
being careless about such matters, he asks 
himself why he should not do the same 
thing—and he probably does. Because this 
attitude must to some extent be responsible 
for the income which cannot be accounted 
for, the wisdom of publicizing such figures 
as the total amount of income and the 
amount of the dividends which apparently 
are unreported may be debatable. When 
the taxpaying public is told of this vast 
amount of unreported income and is also 
told of the comparatively small number of 
tax returns which are audited, many indi- 
viduals probably figure the odds against 
being detected. Moreover, the little fellow 
probably considers his sins too unimportant 
to trouble his conscience when he reads of 
the allowance of many peculiar items under 
the guise of business expense. Indeed, when 
the battle of Line 6A was raging, one tax 
service complained bitterly that the Internal 
Revenue Service was taking away a recog- 
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nized perquisite. I concede quite freely that 
my information in this area is entirely hear- 
say and that some of the stories that I hear 
may be exaggerated, but I am quite con- 
vinced that respect for our tax system is 
diminishing. This is not surprising when 
law professors, such as Professor Harrop 
Freeman of Cornell, write, as he did in 
the June, 1959 issue of the American Bar 
Association Journal on “The Expanding Con- 
cept of Tax Fraud—A Problem for Pro- 
fessional Men.” In this article Professor 
Freeman says: 


“It seems to me the growth of fraud 
cases is so great, the concept of tax ‘fraud’ 
is so technical, the use of ‘fraud’ as an 
excuse to open barred years is so frequent 
and the concept of ‘fraud’ may be so con- 
fused by evidentiary rules and presump- 
tions, that the cases have come to endanger 
the honest—though perhaps careless—tax- 
payer. In particular the danger of suspen- 
sion, censure or loss of license for the 
doctor, dentist, broker, insurance agent or 
other professional person as the result of 
tax problems unrelated to his professional 
ethics must not be underestimated.” 

He lists a number of items in his article 
which in his view can as readily be non- 
fraudulent as fraudulent. To mention three 
of them will show you the direction of his 
thinking. They are (1) setting up phony 
suppliers or creditors, (2) padding pur- 
chases, and (3) taking fictitious exemptions. 
Either I misunderstand his illustrations or 
I have suddenly become an unusually sensi- 
tive person. These items do not seem to 
me to be in the twilight zone. He has a 
number of suggested solutions for protect- 
ing the professional man. The first is: 

“Professional associations and _ courts 
could recognize that ‘tax fraud’ is different 
from common law fraud, does not involve 
‘moral turpitude’ and is not a ground for 
disbarment.” 

I suspect that Mr. Freeman considers 
that tax fraud is about as serious as making 
faces at the teacher and should carry about 
the same punishment. It is not my purpose 
to make a full rebuttal of Mr. Freeman’s 
article at this time, but I mention it only 
to show the dangerous erosion to which our 
tax system is exposed. We know that the 
prohibition laws were not highly respected 
by the people of this country, and we do 
not want to see our tax laws sink to such 
a low estate. It is for this reason that I say 
that we must overhaul our system and do 
our utmost to see that the tax burden is 
fairly and equitably distributed. Let’s hope 
that Mr. Mills and his committee can do 
the job. [The End} 
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Dominion and Control 
in the Taxation of Trusts 


By ROLAND K. SMITH 


The author is a member 
of the Chicago law firm of 
Isham, Lincoln & Beale. 


ye HE State Street Trust Company case,’ 
about which I have been asked to talk, 
was tailor-made for a paper to be presented 
at a tax conference such as this. The deci- 
sion is startling, and every attorney inter- 
ested in estate planning should know all 
there is to know about it. If followed, and 
I do not think it should or will be, the 
results for some settlor-trustees of existing 
inter vivos trusts will be very painful. I think 
it would be wise for me to state at the outset 
that I feel the case has already been ac- 
corded more prominence than it deserves 
and I somewhat regret my role of further 
publicizing the decision. 


The basic problem with which the case 
deals is whether a settlor-donor has retained 
enough “dominion and control” over do- 
nated property to warrant including it in 
his estate for estate tax purposes. 

That phrase, “dominion and control,” is 
used in connection with the income tax, the 
gift tax and the estate tax. Determining 
whether or not enough dominion and control 
has been retained to justify taxation is not an 
easy process. If the drawing of the line be- 
tween enough and not enough is left to the 
courts, development of the rules will neces- 
sarily depend on the slow, tedious and ex- 
pensive process which resulted and will 
continue to result in a discriminatory appli- 
cation of these taxes. This approach is 
hopelessly inadequate to deal with the re- 
quirements of taxpayers and the Treasury. 
In mentioning discrimination I am thinking 
of the fact that revenue agents and judges 





do not all react in the same way to a given 
set of facts, with the result that, in a 
shadowy area such as the one with which 
we are dealing, one individual may be taxed 
and another may go scot-free. 


Litigation and legislation in the Clifford 
arena is a perfect illustration of the history 
of such a process. As you are aware, trusts 
are used to shift income and estate tax bur- 
dens without making a complete transfer to 
the beneficiary. Extensive control is placed 
in the hands of a trustee, and some may be 
retained by the grantor either as a trustee or 
by appointing a trustee whom he can con 
trol, by acting as an advisor or by acting in 
some other capacity. Trusts have long been 
a thorn in Treasury flesh, and taxpayers 
have long used them with tax avoidance in 
mind. With no specific rules for guidance, 
the situation has been a fertile breeding 
ground for litigation. 


In the course of the litigation involving 
the drawing of the line in the income tax 
area, the Clifford case* emerged as a very 
substantial victory for the Treasury. The 
Clifford regulations * followed, in which the 
Treasury, in an attempt to crystallize the 
law and capitalize on its victory, adopted 
arbitrary rules to fill in some of the gaps 
and, in the opinion of many, including the 
Seventh Circuit Court of Appeals,‘ pushed 
its advantage too far. The regulations did 
not stop the litigation and Subpart E of 
Subchapter J of the Internal Revenue Code 
of 1954° followed. Subpart E attempts to 
put the matter at rest by spelling out in 
great detail the rules for determining whether 
or not the grantor of a trust will be sub- 
jected to the tax on trust income. In order 
that there might be no doubt as to what the 
Congress intended, Section 671 provides, in 
part, as follows: 





1 State Street Trust Company et al. v. U. S., 
59-1 ustc § 11,849, 263 F. 2d 635 (CCA-1). 

* Helvering v. Clifford, 40-1 ustc { 9265, 309 
U. 8. 331. 

® Regs, 118, Sec. 39.22(a)-21. 
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* Clark v. Commissioner, 53-1 ustc {| 9217, 202 
F. 2d 94, in which the court held the provi- 
sions of the Clifford regulations there involved 
unconstitutional. 

5Secs. 671-678. All references are to the 
Internal Revenue Code of 1954 unless other- 
wise indicated. 
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“No items of a trust shall be included in 
computing the taxable income and credits 
of the grantor or of any other person solely 
on the grounds of his dominion and control 
over the trust under section 61 (relating to 
definition of gross income) or any other 
provision of this title, except as specified in 
this subpart.” 

This is codification with a vengeance. 
Whether you like it or not, whether you 
agree with all of the lines drawn, at least 
the rules are reasonably clear, I, for one, 
prefer it this way.‘ 


There is nothing comparable to Subpart E 
in either the estate or gift tax provisions. 
As far as the gift tax is concerned there is 
not one word in the Code which attempts 
to define a gift," although the regulations” 
and decisions have lifted the dominion-and- 
control concept out of the income tax deci- 
sions. The estate tax does deal with dominion 
and control, not in those terms but in rather 
sweeping language which the Supreme Court 
has interpreted in a ruthless fashion. 


Under the estate tax, trust assets will be 
included in the deceased’s estate where he 
created a trust and retained the right “to 
designate the persons who shall possess ‘or 
enjoy the property or the income there- 
from” * or a power “to alter, amend, revoke, 
or terminate .’* It makes no differ- 
ence whether the right or power is exercis- 
able alone or in conjunction with any other 
person, regardless of whether the other per- 
son has any adverse interest. 


The Supreme Court has decided that these 
provisions are to be construed, as I said 
before, ruthlessly and, I might add, un- 
conscionably, against the taxpayer. 


In the Holmes case," the deceased had 


created three trusts, one for each of his 
sons, naming himself trustee, in which ca- 
pacity he acted until his death, Each trust 
was to continue for a period of 15 years 
unless earlier terminated by the grantor. 
The grantor reserved to himself during his 





* There is a sharp difference of opinion on 
the desirability of too detailed codification. See 
Paul Federal Estate and Gift Taxation, Sec. 
17.04, where the author says that the judiciary 
“probably is better capable of dealing with 


the infinite variety of ingenious devices for 
continuing some degree of control in the tax- 
payer. A statutory classification may have ad- 
vantages of predictability, prized with so much 
nostalgia by lawyers of the nineteenth century 
tradition. Undeniably these qualities have their 
merits. But in tax law, as so often in life, 
for every point gained something has to be 
surrendered, and the price of statutory preci- 
sion is often a paralyzing inflexibility. And 
tax avoiders have a way of using certainty to 
their advantage and to the detriment of the 
revenue. In the gift tax field one is driven 
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lifetime the power to terminate and dis- 
tribute the principal and all accumulated in- 
come to the beneficiaries then entitled to 
receive it. He retained no power to revest 
in himself or his estate any portion of the 
corpus or income. Various provisions for 
dispositions over were made to cover con- 
tingencies created by the death of the bene- 
ficiaries during the continuance of the trust 
so that the interests of the beneficiaries were 
not vested. The trust contained a spend- 
thrift provision. The question presented was 
whether the trust was includable in the 
grantor’s estate under Section 811(d)(2) of 
the 1939 Code, which required including all 
property in the decedent’s estate “to the ex- 
tent of any interest therein of which the 
decedent has at any time made a transfer, 
by trust or otherwise, where the enjoyment 
thereof was subject at the date of his death 
to any change through the exercise of a 
power, either by the decedent alone or in 
conjunction with any person, to alter, amend, 
or revoke .” Thus, the case turned 
on what “enjoyment” meant. The court held 
that “enjoyment” as used in the Code is not 
a term of art but “connotes substantial pres- 
ent economic benefit rather than technical 
vesting of title or estates.” The court was 
careful to point out that the power to termi- 
nate might, in effect, shift beneficial interests 
from one person to another. It said in this 
connection that “the very right of enjoyment 
is affected, the difference dependent upon 
the grantor’s power being between present 
substantial benefit and the mere prospect or 
possibility, even the probability, that one 
may have it at some uncertain future time 
or perhaps not at all.” There was no restric- 
tion of any kind on the donor’s exercise of 
the power to terminate and, therefore, he 
was completely beyond the control of the 
courts in deciding whether to exercise the 
power or not. 


In Lober® the decedent had created a 
trust for each of his three children, naming 
himself trustee. The trustee could accumu- 









to accept the superiority of flexibility and 
flexibility can be most easily achieved in the 
judicial arena.”’ 

7 Code Sec. 2501 imposes a tax on “transfer 
of property by gift’’ and Sec. 2511 states that 
the tax imposed by 2501 ‘‘shall apply whether 
the gift is direct or indirect,’’ but in neither 
ease is any attempt made at definition. See, 
also, Regs. Sec. 20.2035 and following. 

’ Regs. Sec. 25.2511-2, ‘‘Cessation of donor’s 
dominion and control.’’ 

*® Code Sec. 2036. 

%” Code Sec. 2038. 

1 Commissioner v. Holmes Estate, 46-1 vustc 
{ 10,245, 326 U. S. 480. 

2 Lober v. U. 8., 53-2 ustc { 10,922, 346 U. S. 
335. 
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late and reinvest the income until each bene- 
ficiary reached age 21, at which time he 
would be paid the accumulated income. The 
principal was to be held until the beneficiary 
reached age 25. The trusts were irrevocable, 
and the court assumed that the trust instru- 
ments gave the Lober children “vested in- 
terest” under state law so that had they died 
after the creation of the trust their interest 
would have passed to their estates. The 
crucial point on which the case turned was 
that the trustee could at any time distribute 
all or any part of the principal of the trusts 
to the beneficiaries. The Supreme Court 
held the trusts includable in Lober’s estate 
on the grounds that “the enjoyment thereof 
was subject at the date of his death to. . 
change through the exercise of a power... 
to alter, amend, revoke .”’ The Court 
pointed out that even though the benefici- 
aries had vested interests, they had no 
“present right to immediate enjoyment of 
either income or principal” and that to get 
this full enjoyment they would have to at- 
tain 25 unless their father sooner gave them 
the assets of the trusts. 


The Court, in support of its decision, 
quoted Holmes as follows: 


“A donor who keeps so strong a hold over 
the actual and immediate enjoyment of 
what he puts beyond his own power to re- 
take has not divested himself of that degree 
of control which section 811(d)(2) requires 
in order to avoid the tax.” 


As in Holmes, there was no basis whatso- 
ever for a court’s controlling in any way 
Lober’s determination to continue or termi- 
nate the trusts. It will be noted, however, 
that Lober goes much further than Holmes 
because in the Lober case the beneficiaries 
had vested interests. 


Lober and Holmes were both cases involv- 
ing the construction of statutory language 
and they could easily have been decided the 
other way. I think, as a matter of simple, 
reasonable and equitable statutory construc- 
tion, they should have been, Accepting them 
as authority, which we must until they are 
overruled or the Code is revised, it is im- 
portant to bear in mind, in connection with 
my discussion of the State Street case, that 
in neither Lober nor Holmes was the exercise 
of the retained powers subject to any con- 
trol whatsoever, no matter how capricious. 





#8 The lower court had held in this case (160 
F. Supp. 877) that this language ‘‘does create 
enforcible rights in the beneficiary . . even 
where the payment of principal is left to the 
trustee’s ‘sole and uncontrolled discretion’.’’ 
Hence, citing Jennings v. Smith, 161 F. 2d 74, 
these powers were not deemed sufficient for the 
imposition of an estate tax because qualified by 
an external standard enforceable by the courts. 
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The federal debt of the United 
States can be described only as a 
time bomb hanging over the 
security of our government, our 
people and our way of life. 
—Representative John J. Flynt, Jr. 


The widely discussed State Street case, 
which was decided by the United States 
Court of Appeals for the First Circuit, involved 
the question of whether certain discretionary 
powers retained by the settlor-trustee, a Mr. 
Cushing, were sufficiently extensive to jus- 
tify including the trust property in the 
settlor’s estate for federal estate tax pur- 
poses under Section 81l(c) or (d) of the 
1939 Code. Briefly stated, did the retained 
powers constitute “the right, either alone or 
in conjunction with any person, to designate 
the persons who shall possess or enjoy the 
property or the income therefrom,” or “a 
power (in whatever capacity exercisable) by 
the decedent alone or by the decedent in 
conjunction with any other person , . . to 
alter, amend, revoke or terminate i 


The settlor had created three trusts for 
the benefit of three of his children in which 
he named himself and a bank cotrustees. 
Although the trusts were irrevocable, the 
settlor reserved the power to terminate them 
and cause the trust assets to be distributed 
to the respective beneficiaries. In 1949 the 
settlor terminated the trusts on the condi- 
tion that the beneficiaries would immediately 
establish new trusts. This was done, The 
court treated the trusts so established as 
though they had been created by the de- 
cedent and, consequently, the powers given 
to the trustees were regarded as having been 
reserved by the decedent himself. This con- 
clusion was concurred in by the taxpayer. 


The trustees of the trusts were the settlor 
and a corporate fiduciary; the trusts were 
irrevocable; there was no power to termi- 
nate and cause distribution to be made to 
the beneficiaries; all income was to be paid 
to the life beneficiaries; the trustees were 
authorized, “in their sole and uncontrolled 
discretion,” to use such portions of the prin- 
cipal as they deemed advisable for the 
“comfort, maintenance, and/or support” of 
the beneficiaries;* and the powers granted 


The government did not contest this conclusion 


on appeal. If we are to be practical, this power 
seems to be more sweeping than the powers 
condemned and is some indication that the 
court’s language is not to be taken literally 
because, certainly, here there was a very sub- 
stantial area in which the trustees could ma- 
neuver and shift trust benefits without inter- 
ference by the courts. 
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to the trustees with respect to investments 
and management included the following: 


“In addition to and not in limitation of 
all common law and statutory authority, the 
Trustees shall have power . . . to exchange 
property for other property . . . to retain 
and invest and reinvest in securities or prop- 
erties although of a kind or in an amount 
which ordinarily would not be considered 
suitable for a trust investment, including, 
but without restriction, investments that 
yield a high rate of income or no income at 
all and wasting investments, intending hereby 
to authorize the Trustees to act in such 
manner as it is believed by them to be for 
the best interests of the Trust Fund, regard- 
ing it as a whole, even though particular 
investments might not otherwise be proper 

. to determine what shall be charged or 
credited to income and what to principal 
notwithstanding any determination by the 
courts and specifically, but without, limita- 
tion, to make such determination in regard 
to stock and cash dividends, rights, and all 
other receipts in respect of the ownership of 
stock and to decide whether or not to make 
deductions from income for depreciation, 
amortization or waste and in what amount 

. . and generally to do all things in rela- 
tion to the Trust Fund which I, the Donor, 
could do if living and the Trust had not 
been executed, ™*! All such acts and 
decisions made by the Trustees in good 
faith shall be conclusive on all parties at 
interest and my Trustees shall be liable only 
for their own wilful acts or defaults, but in 
no case for acts in error of judgment.” 


The court noted at the outset that the 
“case is close” but also noted that the case 
was not an ordinary case because of the 
very broad scope of the powers granted to 
the trustees. In discussing these points the 
court said: 


“Literally, the trustees have power to ex- 
change trust property for other property 
without reference to the value of the prop- 
erties involved in the exchange. And liter- 
ally, they have power to invest the trust 
assets in securities yielding either a high 
rate of income or no income at all, and even 
in wasting investments, and they have power 
to invest trust assets in these categories in 
whatever amounts they choose without limi- 
tation with respect to the percentage of 
the trust corpus invested in any one of them. 
Moreover, the trustees’ discretionary power 
to allocate trust assets to corpus or income 


is not limited to situations where the law 
is unsettled and there is honest doubt whether 
a given accretion or receipt should be classi- 
fied as capital or income. See Doty v. Com- 
missioner, 1 Cir., 1945, 184 F. 2d 503, 507, 
and Scott on Trusts §§ 232-237 (2d ed. 1956). 
Indeed the trustees’ power of allocation does 
not seem even to be limited to accretions 
or receipts but would appear to extend in 
terms to any item of trust property. Fur- 
thermore, the trustees may make deductions 
from income for depreciation, amortization 
or waste in whatever amounts they see fit. 
They are, to be sure, required to exercise 
good faith in their dealings with the trust 
properties and furthermore they are admon- 
ished ‘to act in such manner as it is believed 
by them to be for the best interests of the 
Trust Fund, regarded as a whole’. But they 
are immune from liability for errors of judg- 
ment however gross; their only stated liability 
is ‘for their own wilful acts or defaults’.” ” 


The court conceded that the trustees were 
not “as free as the wind in their administra- 
tion and management of the trusts” and 
quoted the following statement of Judge 
Learned Hand in the Stix case:” 


“ 


no language, however strong, will 
entirely remove any power held in trust 
from the reach of a court of equity. After 
allowance has been made for every possible 
factor which could rationally enter into the 
trustee’s decision, if it appears that he has 
utterly disregarded the interests of the bene- 
ficiary, the court will intervene. Indeed, 
were that not true, the power would not be 
held in trust at all; the language would be 
no more than a precatory admonition.” 


The court also conceded that a court of 
equity would intervene not only in the event 
of a willful act or default by the trustees 
but also in the event the trustees should act 
in utter disregard of the rights of the bene- 
ficiaries; and it added: 


“But short of utter disregard of the rights 
of a life tenant or a remainderman springing 
from ‘arbitrary or dishonest conduct or bad 
faith, or fraud’ Dumaine v. Dumaine, 1938, 
301 Mass. 214, 224, 16 N. E. 2d 625, 630, 118 
A. L. R. 834, a Massachusetts court would 
have no external standard with which to 
measure the trustees’ conduct.” 


The court concluded: 


“The area of the trustees’ discretion, al- 
though not untrammelled, is about as 
broad as language can make it and the law 


% The decision did not refer to the language 


between the leaders (. -) nor to the power 
granted to the trustees ‘‘to determine who are 
the distributees hereunder and the proportions 
in which they shall take.’’ 
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% Does releasing the trustees from liability 
have any real effect on whether they have a 
right or a power to shift beneficial interests? 

way v. Commissioner, 46-1 ustc { 9119, 152 
F. 24 
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permits, and within that area the trustees 
can act in the administration and manage- 
ment of their trusts to confer or withhold 
very substantial benefits as between the life 
tenants and remaindermen. 


“Perhaps no single power conferred by 
the decedent on the trustees would be enough 
to warrant inclusion of the corpora of the 
trusts in his estate. But we believe that 
the powers conferred on the trustees, 
considered as a whole, are so broad and all in- 
clusive that within any limits a Massachu- 
setts court of equity could rationally impose, 
the trustees, within the scope of their dis- 
cretionary powers, could very substantially 
shift the economic benefits of the trusts be- 
tween the life tenants and the remaindermen. 
We therefore conclude that under the trusts 
the decedent as long as he lived, in sub- 
stance and effect and in a very real sense, 
in the language of § 811(c)(B) (ii), ‘retained 
for his life . . . the right . . . to designate 
the persons who shall possess or enjoy the 
property or the income therefrom; a yal 


If we are to construe the court’s language 
as literally as it construed the powers granted 
to the trustees, the decision is, indeed, chil- 
ling. While recognizing that the trustees 
were subject to control by the courts, the 
court’s conclusion is susceptible to the con- 
struction that because the limitations which 
a court might impose on the trustees’ ac- 
tivities could not be pinpointed, there was 
some area in which the trustees could ma- 
neuver and “very substantially shift the eco- 
nomic benefits of the trust between the life 
tenants and the remaindermen.” 


I believe the decision is wrong because 
it is unrealistic. The courts are fond of 
admonishing us that taxation is an eminently 
practical affair” and, yet, they all too fre- 
quently overlook the practicalities them- 
selves, The reasons for broad trustee powers 
is a practical one. In the administration of 
a trust, innumerable questions arise, the 
answers to which, where the trustee’s pow- 
ers are not specific, may occasion the ex- 
penditure of considerable amounts of time 
and money. Over the years, the powers 
provisions have been expanded as we have 
learned from experience the severe and 
sometimes unexpected restrictions placed by 
case law on the powers of trustees. The 
duties and powers of a trustee as between 





“It would be interesting to know how much 
the court was influenced by the government's 
including in its brief a copy of the original 
Cushing trust, that is, the trust which was 
terminated prior to the establishment of the 
trust involved in the case, which clearly was 
subject to tax in his estate. Was the argument 
made that the original trust was sufficient to 
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life tenants and remaindermen, in particular, 
have occasioned difficulties; and if the ad- 
ministration of a trust is not to bog down, 
the trustee’s discretion and powers must be 
spelled out. The expansion of the powers 
provisions was not dictated by trustees de- 
manding relief from any possible liability 
nor by settlors seeking to reserve powers 
to shift interests around indiscriminately. 
I doubt very much that Mr. Cushing re- 
quested his attorneys to include a provision 
which would permit him to shift interests 
back and forth between remaindermen and 
life tenants. If that was what he wanted, 
language more apt than the standard boiler- 
plate used could certainly have been found. 
As far as the federal revenue is concerned, 
I cannot believe that it requires the protec- 
tion afforded by such a rigid application of 
the estate tax provisions here involved. 
Neither do I believe that the language of 
those provisions serves as any real warning 
to taxpayers or attorneys that trustee’s pow- 
ers granted to accomplish ease of adminis- 
tration may be granted only at the price of 
an estate tax where the settlor is one of 
the trustees. 


Perhaps, however, the decision is not as bad 
as it seems. Certainly this is true if we disre- 
gard the court’s language as dictum while 
acknowledging as legally sound its conclu- 
sions as to the scope of the trustees’ powers. 
If Mr. Cushing reserved the power to with- 
draw all of the assets of the trust for his 
own use and replace them with assets of 
little or no value, the trust should have been 
included in his estate.” Also, if all income 
could have been treated as principal and all 
principal as income, at his whim, no one 
should complain if the trust assets were 
included in his estate for tax purposes. I 
am inclined to smile at the thought of a 
corporate fiduciary sitting casually by and 
permitting such a use of the trust funds 
much less participating in any such trans- 
actions. So viewed, the decision is one of 
trust law and need not worry tax counsel. 
Nonetheless, the language of the court can- 
not be overlooked and serves as a warning 
that, in drafting trusts, wisdom and caution 
require that standard boiler-plate powers 
should be scrutinized where a settlor or a 
member of the family is to act as trustee. 
This is particularly so when we, as attor- 
neys, recognize that the extent to which 


stamp the taxpayer as a person who was de- 
sirous of retaining as much control as possible 
while seeking the avoidance of tax? 

% Tyler v. U. 8., 2 ustc 9 532, 281 U. S. 497. 

*” Both the government and the taxpayer 
in their briefs thought that it was this pro- 
vision alone which would be the basis for de- 
cision. 
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If judges laid down major premises 
followed by minor, in syllogistic 
fashion, law would be as certain 
as mathematics. It is not. 

The difficulty arises from the 
impossibility of stating adequate 
major premises for syllogistic 
reasoning.—Stanley F. Reed. 


courts will interfere with the exercise of 
discretionary powers by trustees has by no 
means been definitely spelled out, so that 
there will always be some area in which 
discretion may be exercised to shift interests 
between beneficiaries. 


It is hoped the case will not be followed 
or, in any event, will be severely limited in 
its application. The majority indicated a 
good deal of hesitancy in reaching its deci- 
sion. It admitted that the various types of 
broad powers of management conferred on 
the trustees were familiar grants to trus- 
tees as such and that the case is a “very 
close” one. Added to this, Chief Judge Ma- 
gruder, an outstanding authority in the field 
of federal taxation, dissented. He pointed 
out that the majority had recognized that 
“in the ordinary case” the powers of the 
trustees in the exercise of familiar controls 
over investments, whereby they would be 
enabled and possibly required to effect some 
shifting between life tenants and remainder- 
men, cannot amount to a “right” to designate 
the persons who shall enjoy the prop- 
erty and the income within the meaning of 
the statute. He continued by observing that 
the majority were forced to conclude that the 
breadth of the powers of management in- 
volved, taken as a whole, made it imprac- 
ticable for a court of equity effectively to 
control the exercise of these powers, with 
the result that the trustees had a “right” 
to designate the persons who shall enjoy 
the property or the income therefrom. He 
stated that he could not accept the premise 
that a Massachusetts court of equity would 
consider itself impotent to supervise the 
administration of trusts so as to control any 
attempt to shift the incidence of enjoy- 
ment. In discussing the power to exchange 
assets he observed that a court of equity 
would certainly require that the trustee ob- 
tain fair value. He further pointed out that 


*® The court having decided the case under 
1939 Code Sec. 811(c) stated that consequently 
“there is no need for us to consider the im- 
pact, if any, of 811(d).”’ 

™ At the risk of being repetitious, another 
indication of the court’s vacillation was its 
statement to the effect that while perhaps no 
single power of the trustees would be enough 
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the investment powers, “although obviously 
designed to permit a more imaginative pro- 
gram of investment than trustees usually 
may pursue,” were not uncontrolled. He 
cited the language requiring the trustees 
in the exercise of their investment powers 
“to act in such manner as it is believed by 
them to be for the best interests of the 
Trust Fund regarded as a whole.” He 
stated that a Massachusetts court will en- 
force such a standard as “best interests” 
and will substitute its judgment for a bona 
fide, considered, but unsound decision of 
the trustee. He concluded that all of the 
powers were limited by standards which 
a Massachusetts court of equity could and 
would apply to supervise effectively the 
administration of the trusts and that none 
of them is either a right within the mean- 
ing of 1939 Code Section 811(c) or a power 
within the meaning of Section 811(d). It 
is interesting to note the fact that the court 
relied on 811(c), which refers to a reserved 
“right,” which is certainly much more 
limited in scope than a “power” as used 


in 811(d).” 


One conclusion which I have reached is 
that because of the hesitancy displayed by 
the majority of the court in reaching its 
conclusion that the Cushing trust should be 
included in Mr. Cushing’s estate for estate 
tax purposes, it would not have taken a 
great deal to have persuaded it to reach a 
different conclusion. I am inclined to be- 
lieve that if there had been some language, 
similar to that relating to the investment 
powers, directing the trustees, in the exer- 
cise of all of the powers and discretion 
conferred on them, to be guided by the best 
interests of the trust as a whole and the 
respective interests of the life tenants and 
remaindermen, the decision would have gone 
the other way. I think that such a qualifica- 
tion as to all of the powers should have 
been implied.” 


The decision in State Street naturally will 
effect the application of the income and gift 
taxes. If the State Street decision is correct 
in concluding that the reserved powers of 
the settlor constituted a right in the settlor 
to shift the interests of beneficiaries, then, 
no gift was made at the time of the crea- 
tion of the trust, the income of the trust 
will be taxable to the settlor and a gift 
will be made each year when income or 


to warrant imposing the estate tax, the powers, 
considered as a whole, were so broad and all 
inclusive as to escape adequate control by the 
courts. Chief Judge Magruder’s comment on 
this attitude goes straight to the point. He 
said, ‘‘Nor, since in this context the whole 
cannot be greater than the sum of its parts, 
is anything gained by lumping them together.’’ 
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principal is paid over to the beneficiaries. 
This is the position specifically taken by 
the Service in the gift tax regulations,” and 
it is supported by the decision of the Su- 
preme Court in the Sanford case." The 
Treasury, by extracting income, gift and 
estate taxes, will have made a triple play 
even though it must forego taxing the 
creation of the trust as a gift. Such a re- 
sult is not calculated to make the settlor 
or his attorney happy. 


What can the attorney advise the settlor 
to do in this predicament? 


The thought which immediately occurs is 
that the settlor can release his powers or, 
if it is feared that such action might at- 
tract too much attention, he can rid him- 
self of the powers by resigning as a trustee. 
Unfortunately, the Sanford case bars this 
avenue of escape. The Supreme Court 
specifically held in that case that no taxable 
gift is made at the time of the creation 
of a trust where the donor reserves a right 
to designate new beneficiaries other than 
himself and that a taxable gift is made 
when the donor surrenders that right. The 
donor had created a trust in 1913 reserv- 
ing both a power of revocation and a power 
of modification. In 1919 he relinquished his 
power to revoke but retained the original 
power to modify and transfer the beneficial 
interests to persons other than himself. After 
the enactment of the 1924 Revenue Act, the 
power of modification was relinquished. The 
Treasury took the position that no com- 
pleted gift had been made until the power 
to transfer beneficial enjoyment had been 
relinquished. In a companion case, the 
Treasury had taken precisely the opposite 
position and sought to collect gift tax under 
the 1932 act in a case in which the grantor 
still possessed a power of modification. 
These cases were argued together in the 


™ Regs. Sec. 25.2511-2(c) provides: ‘A gift 
is also incomplete if and to the extent that a 
reserved power gives the donor the power to 
name new beneficiaries or to change the inter- 
ests of the beneficiaries as between themselves 
unless the power is a fiduciary power limited 
by a fixed or ascertainable standard.’’ Subsec- 
tion (f) provides: ‘‘The relinquishment or ter- 
mination of a power to change the beneficiaries 
of transferred property, occurring otherwise 
than by the death of the donor (the statute 
being confined to transfers by living donors), is 
regarded as the event which completes the 
gift and causes the tax to apply. For example, 
if A transfers property in trust for the benefit 
of B and C but reserves the power as trustee 
to change the proportionate interests of B and 
Cc, and if A thereafter has another person ap- 
pointed trustee in place of himself, such later 
relinquishment of the power by A to the new 
trustee completes the gift of the transferred 
property, whether or not the new trustee has 
a substantial adverse interest. The receipt of 
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Supreme Court, with the Treasury being 
forced into the strange predicament of ar- 
guing on both sides of the question and 
finally admitting “that almost equally co- 
gent arguments may be advanced in sup- 
port of either view.” * The Supreme Court 
had to select one alternative and sustained 
the position of the Treasury in the Sanford 
case. In so doing, the court, after saying 
that it should disregard technical changes 
in title, stated that a “retention of control 
over the disposition of the trust property, 
whether for the benefit of the donor or 
others, renders the gift incomplete until the 
power is relinquished whether in life or at 
death.” 


In the absence of specific language in the 
gift tax sections of the Code, the Court 
might easily have gone either way in de- 
ciding the Sanford case. The Court in- 
dicated that it was influenced by its con- 
clusion that the gift tax must be construed 
in the light of its close relationship to the 
estate tax, which it supplements.” 


It might be of interest to mention the 
revenue rulings issued by the Service re- 
lating to the application of gift and estate 
taxes to custodianships under the Uniform 
Gifts to Minors Act and its predecessor, 
the Model Gifts of Securities to Minors 
Act, one or the other of which has been 
adopted in all 50 states and the District 
of Columbia. As you know, those acts 
were adopted primarily to permit gifts of 
securities and cash to minors without neces- 
sitating either a guardianship or the use 
of a trust. Under the provisions of these 
acts, a transfer of securities to a custodian 
to be held for the benefit of a minor in a 
manner prescribed in the act irrevocably 
conveys to the minor indefeasibly vested 
legal title to the securities. The custodian 
is authorized to apply as much of the in- 


income or of other enjoyment of the trans- 
ferred property by the transferee or by the 
beneficiary (other than by the donor himself) 
during the interim between the making of the 
initial transfer and the relinquishment or termi- 
nation of the power operates to free such 
income or other enjoyment from the power, 
and constitutes a gift of such income or of 
such other enjoyment taxable as of the calendar 
year of its receipt.’’ 

*% Estate of Sanford v. Commissioner, 39-2 
ustc | 9745, 308 U. S. 39. For a‘brilliant dis- 
cussion of this case, see Paul, work cited at 
footnote 6, at Sec. 17.06 and following. 

* Rasquin v. Humphreys, 39-2 ustc { 9746, 
308 U. S. 49. 

* Brief for petitioner, p. 10, case cited at 
footnote 24. 

%* Burnet v. Guggenheim, 3 ustc { 1043, 288 
U. S. 280, where the Court said that the gift 
tax and the estate tax ‘‘are plainly in pari 
materia’ both in structure and purpose. 


TAXES —The Tax Magazine 





For what avail the plough or sail 
Or land or life, if freedom fail? 
—Emerson. 


come or principal of the property held by 
him for the support, maintenance, educa- 
tion and general use and benefit of the 
minor in such manner, at such times and 
to-such extent as he, in his sole discretion, 
deems suitable and proper. All of the cus- 
todial assets, income and principal, -are to 
be turned over to the beneficiary upon 
reaching the age of 21. If the beneficiary 
dies before reaching that age, the trust 
assets are to be delivered to the minor’s 
estate. 


In Rev. Rul. 56-86” the Service held fiat 
the creation of a custodianship under ti ese 
acts constitutes a completed gift for fed:ral 
gift tax purposes. 

In Rev. Rul. 57-366" the Service held 
that a donor-custodian’s estate must include 
the custodial property held by him at the 
time of his death. The gift tax ruling cites 
no authority and the estate tax ruling is 
based on Holmes and Lober. The estate tax 
ruling is supported by those cases, especially 
since Lober had held that no dif- 
ference that the beneficiaries or the trust 
there involved had a vested interest. The 
gift tax ruling is supported by the regula- 
tions,” but is it not easy to square it with 
the holding in the Sanford case although, 
conceptually, one would be inclined to agree 
that a completed gift had been made. We 
have here another example of the lack of 
integration between the gift tax and the es- 
tate tax or, at any rate, an example that the 
two taxes are not mutually exclusive, which 
may conform to Mr. Justice Black’s analysis 
in the Shaughnessy case.” The analysis was 
that while “the cift and estate tax laws are 
closely related and the gift tax serves to 
supplement the estate tax,” the taxes are 
not always mutually exclusive. Justice Black 
pointed out that Congress knew this very 
well and provided a gift tax credit because 
of the possibility of an overlap in incidence. 
He stated that “under the statute the gift 
tax amounts in some instances to security, a 
form of downpayment of the tax which 
secures the eventual payment of the latter; 
it is in no sense double taxation as the 
taxpayer suggests.” 


While I have heard rumors of what 
the Treasury’s position will be regarding 
the application of the State Street case, I 
know of no authoritative pronouncement 


made 


7 1956-1 CB 449. 
3 1957-2 CB 618. 
» Regs. Sec. 25.2511-2(d). 
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on the subject. In the nature of things, 
it is difficult to imagine how the Treasury 
might phrase an official pronouncement, un- 
less it is to issue something in the nature 
of a Clifford regulation in the estate and 
gift tax fields, and its experience in that 
regard in the income tax field could scarcely 
be characterized as encouraging it to do 
so. Nevertheless, the Treasury will be forced 
to adopt some policy, even if it is not 
annouced to the public, because it is faced 
with either pursuing State Street type trusts 
or letting them alone. It is to be hoped 
that the Treasury will treat the case as 
an extreme one and that it will not seek 
to tax trusts because of the reservation by 
settlors of standard powers that are to be 
exercised in a fiduciary capacity and are 
designed primarily for efficient administra- 
tion. State Street is an easy case to dis- 
tinguish on the basis of the very extreme 
and unrealistic conclusions of the court that 
in the trust there involved the settlor had 
reserved the power to exchange assets with- 
out regard to relative value. Also, in most 
trusts, the discretionary powers of allocat- 
ing income and principal are not worded 
in such sweeping terms. It is inconceiv- 
able that the court would have subjected 
the trust to estate tax solely on the basis 
of the reserved powers over investments, 
especially where those powers were to be 
exercised only for the good of the trust as 
a whole, and I feel reasonably confident 
that the Service will not attempt to tax 
trusts on the basis of such investment pow- 
ers alone. To do so would be to bar a 
settlor from acting as a trustee, because any 
investment power inherently permits some 
shifting between life tenants and remainder- 
men as, for example, in the selection of a 
growth stock, such as Dow Chemical, as 
against the stock of a company with a very 
liberal dividend policy, such as American 
Telephone and Telegraph—or, for that mat- 
ter, the selection of 2% per cent United 
States government bonds as against 5 per 
cent government bonds. 

It seems to me that legislation in both 
the estate and gift tax sections of the Code 
along the lines enacted with reference to 
dominion and control relating to the taxa- 
tion of trust income is desirable. Other- 
wise, uncertainty and the slow and expen- 
sive judicial process of drawing lines will 
continue indefinitely. In the meantime, 
take heart from Chief Judge Magruder’s 
words and hope that the Service will heed 
them. [The End] 


%* Smith v. Shaughnessy, 43-1 ustc { 10,013, 
318 U. S. 176. 
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Income in Respect of a Decedent 
By GEORGE W. WINDHORST, Jr. 


The author is a member 
of the law firm of Bell, Boyd, 
Marshall and Lloyd, Chicago. 


HE FIRST PART of this article’ will 

deal in a general way with the present 
state of the law as it relates to the taxation 
of income items received after the death of 
the person who earned or owned the income 
items. After this preliminary “stage setting,” 
an attempt will be made to analyze some of 
the more recurring problems in a specific 
way and, by way of anticipating some of 
the questions, make some suggestions as 
to some alternative “estate planning” ideas 
to minimize the tax burdens that may arise 
from the present state of the law. 


What is “income in respect of a de- 
cedent”? What is the present state of the 
tax law as it relates to the taxation of such 
income? 


I believe that, in order to properly under- 
stand the present state of the law, it is 
necessary to know and understand the his- 
torical background that has brought us to 
our present stage. Knowing the background 
should help us both to understand the 
present law and to “guess” as to future 
developments. 


Briefly, the history of Section 691 of the 
Internal Revenue Code (and related sec- 
tions) consists of two prior periods. We 
are now in the third period—and are rapidly 
approaching a fourth period. 


The first period is the period prior to 1934. 
During this period it was held by the courts 
under the then-existing tax statutes that 
income received by a cash-basis taxpayer’s 
estate was not taxable as income, even 
though earned prior to death or accruable 
at the date of death. While such income 


1A discussion of 1954 Internal Revenue Code 
Sec. 691, and related sections. 

2 Nichols v. U. 8., 1 ustc { 225, 64 Ct. Cls. 241 
(1927), cert. den., 277 U. S. 584 (1928); U. 8. 
v. Carter, 1 ustc § 233, 19 F. 2d 121 (CA-5, 1927); 
William G. Frank, CCH Dec. 2396, 6 BTA 1071 
(1927); G. C. M. 8826, IX-2 CB 194 (1930). 
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items were subject to death taxes, they es- 
caped income taxation.” In the case of an 
accrual-basis taxpayer, accruable income 
items were subject to income tax in the 
last return of the decedent. 


Because.of the “avoidance” of the income 
tax by a cash-basis taxpayer and the ob- 
vious inequity between the treatment of 
a cash-basis taxpayer and an accrual-basis 
taxpayer, we enter into the second period of 
the development of the law. This period 
can be generally referred to as the period 
from 1934 to 1942. In 1934, Section 42 of 
the Internal Revenue Code of 1934 provided 
for the taxation of all income items accru- 
able on the date of death in the last taxable 
year of the decedent. As can be seen, this 
change appeared to solve both of the prob- 
lems that arose prior to 1934 by providing 
for the taxation of accrued income items and 
by putting all decedents on 11 accrual basis 
for their last taxable year. 


During this second period of develop- 
ment, court decisions in various areas soon 
began to show that the simple solution made 
by the 1934 Code change was both unwork- 
able and unfair. In various situations the 
courts began to extend the definition of 
“accrued” beyond the meaning that it would 
customarily have. In a line of cases, a share 
of partnership income (even though based 
on unfinished work) was taxed in the de- 
cedent partner’s return.’ In another case, 
uncollected executor’s fees were “accrued,” 
even though unapproved by the probate 
court, at the date of death.‘ Obviously, 
these and other court decisions were influ- 
enced by the fact that many income items 


‘would have escaped income taxation if they 


had not been accrued. Whether these de- 
cisions were right seems unimportant, What 
is important is that they were so decided, 
with the result that the amount of income 
taxed in a decedent’s last taxable year be- 


8 Helvering v. Enright Estate, 312 U. S. 636, 
41-1 ustc { 9356, 312 U. S. 636 (1941); Pfaff 
v. Commissioner, 41-1 ustc { 9357, 312 U. S. 
646. 

4 Helvering v. McGlue Estate, 41-1 ustc { 9403, 
119 F. 2d 167 (CA-4). 
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came distorted. This, in fact, led to the 
third period of development—our present 
stage. 


In 1942, Section 126° was adopted, and 
survives presently as Section 691 of the 
1954 Code. The “solution” to the problem 
was to provide for the income taxation of 
income in respect of a decedent to the re- 
cipient of such income and to allow him a 
deduction for any estate tax paid on such 
income items in the estate of the decedent. 
Obviously, the idea was to try and recreate 
the same, or substantially the same, effect 
as if the decedent had received the income, 
paid his tax and then died, leaving in his 
estate the residue of his property subject 
to estate tax. For administrative purposes 
it was deemed impossible to allow a sub- 
sequent income tax as a deduction for present 
estate tax purposes—so the deductions were 
reversed, 


In the present stage of the law, we are 
still developing. In some areas we see some 
changes being made in the Code to tax 
specified income items as income in re- 
spect of a decedent. In other areas, the 
courts seem to be further extending the in- 
terpretation of “income in respect of a de- 
cedent.” Before dwelling further on what 
the present state of the law is, it would 
appear proper to point out that the his- 
torical development of the law (both in 
this and other areas) suggests strongly that 
the fourth stage will be the substantial 
codification of the law to define the term 
“income in respect of a decedent.” This 
is already close to realization. The amend- 
ments to Section 691 proposed by the sub- 
committee to revise Subchapter J do attempt 
to define this term by listing eight different 
types of income.° 


What Is Present Scope of Term? 


691 does not define the 
term “income in respect of a decedent,” 
we must look to other sections of the Code 


Since Section 


and then to decided cases. From these sources 
we can draw the following generalizations: 


(1) Section 691 does itself provide that 
income on installment obligations held by 
a decedent (that is, the amount received 
in excess of the decedent’s basis) will be 
income in respect of a decedent.’ 


5 1954 Code Sec. 126. 

* Final report on estates, trusts, beneficiaries 
and decedents, received by the subcommittee 
on internal revenue taxation and transmitted 
to the Committee on Ways and Means, United 
States House of Representatives, from the Ad- 
visory Group on Subchapter J of the Internal 
Revenue Code of 1954. 

71954 Code Sec. 691(a) (4). 
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(2) Section 753 provides that income of a 
partnership includable in the gross income 
of the successor to a deceased partner will 
be income in respect of a decedent.’ 


(3) Section 691(d) of the Code provides 
that the amounts received by a surviving 
annuitant under a _ joint-and-survivor-an- 
nuity contract will be treated as income 
in respect of a decedent for purposes of 
computing and allowing the deduction of 
a part of the federal estate tax. Similarly, 
any income included in gross income of the 
estate under Section 421, as to restricted 
stock options where the option price was 
less than 95 per cent, is treated as income 
for the estate tax deduction under Section 691.” 


(4) Accrued items of income as of the date 
of death have been held to be income in 
respect of a decedent. 


(5) Items of income which were not 
properly accruable at the date of death have 
been held to be income in respect of a 
decedent. It is in this last area that the 
case law is both interesting and important. 
Some of the most important cases can be 
described briefly as follows: 


In O’Daniel Estate v. Commissioner,” it 
was held that a bonus to a corporate of- 
ficer was income in respect of a decedent 
although the bonus was not determined 
or paid until after death. In this case, the 
court explained its holding by stating: 


“The bonus was derived through rights 
he had acquired, which even if not fixed 
at the time of his death were then expec- 
tancies which later bore fruit. It seems 
apparent from what we have already said 
that ‘the right . . . acquired by the decedent’s 
estate from the decedent’ which is referred 
to in Section 126(a)(1)(A) is not neces- 
sarily a legally enforceable right but merely 
any right derived through his services 
rendered while living.” 


In Bausch Estate v. Commissioner,” salary 
continuation payments to the two widows 
of two officers of a corporation were held 
to be income in respect of a decedent. In 
this case it should be noted, in passing, that, 
while there was no agreement between the 
officers and the corporation as to the salary 
continuation, it was shown in court that the 
corporation had customarily made such 
payments.” 


§ 1954 Code Sec. 753. 

® 1954 Code Sec. 421(d)(6)(B). 

” 49-1 ustc § 9235, 173 F. 2d 966 (CA-2). 

"51-1 ustc § 9146, 186 F. 2d 313 (CA-2d). 

® The reference to the Bausch Estate ease is 
not intended to imply that payments cannot 
be made to the widow of an officer of a corpo- 
ration as a gift for purposes of the widow’s in- 
come tax return. 
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In Commissioner v. Linde,” the court prob- 
ably went further in its definition of “in- 
come in respect of a decedent” than in any 
earlier case. There has been a fairly clearly 
defined rule, based on case law, rulings and 
regulations, that the mere ownership of in- 
ventory (livestock, for example) at death 
did not give rise to accruable income even 
though the expenses relating to the accu- 
mulation of the inventory (or the raising of 
the animals) had been charged off by the 
decedent on a cash basis and even though 
a sale of the inventory by the decedent 
would have been income.” It therefore fol- 
lowed that if no steps toward a sale of the 
inventory items were taken before death, 
the gain from a sale by the estate after 
death would not create income in respect 
of a decedent.” The inventory would ac- 
quire a basis equal to the date-of-death 
value; only the excess of the sales proceeds 
over such basis would be considered as in- 
come. It was also quite clearly established 
that if the decedent had made an actual sale 
prior to his death, any proceeds of such 
sale received after death were income in 
respect of a decedent and no stepped-up 
basis was acquired. 


The Linde case has raised doubts as to sit- 
uations that do not fall under cither of 
these two clear rules, In the Linde case, the 
decedent delivered grapes to a cooperative 
winery before his death. The winery pooled 


the grapes with those of other growers to 
make wine, assigning to each grower his 
percentage interest in the pool. After the 
grower’s death, the wine was sold and a 
proportionate share of the proceeds was 
paid to his estate. The Tax Court placed 
the case under the rule applicable to a situa- 
tion where there has been no sale, and held 
that there was no income in respect of a 
decedent. On appeal to the Ninth Circuit, it 
was apparently held that the estate was tax- 
able on the receipt of the proceeds as in- 
come in respect of a decedent and that the 
estate did not acquire a stepped-up basis 
under Section 1014. The court apparently 
based its decision on the fact that it was 
not necessary for the estate to do anything 
in order to receive its share of the income. 
Everything that could have been done by 
the decedent was done prior to his death. 
The Treasury Department has described the 
Linde arrangement as a situation where the 
decedent put the property “beyond his do- 

354-1 ustc { 9384, 213 F. 2d 1 (CA-9), cert. 
den., 348 U. S. 871 (1954). 

™ Estate of Tom L. Burnett, 2 TC 897 (1943), 


acq., 1944 (CB-4). 


% Regs. 691(a)-2(b); Rev. Rul. 58-436, 1958-2 
CB 366. 
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minion and control, so that at the date of 
his death he was entitled only to receive the 
agreed proceeds from such property.” 


The rationale of the Linde case casts doubt 
on some areas where it had previously been 
believed that there was no danger of the 
proceeds’ being taxed as income in respect 
of a decedent. Even under the proposed 
codification of Section 691, this gray area 
may still exist. Under one of the proposed 
items of income in respect of a decedent, 
as suggested by the subcommittee, “income 
in respect of a decedent” is defined as “any 
amount which would have been taxable to 
the decedent if he had lived to receive it... 
and which he failed to receive sole'y by 
reason of his death, to the extent that the 
value of the right to receive such amount is 
includible in the gross estate for Federal 
Estate Tax purposes.” ™ 


In the H. Lloyd Hess case," the Third Cir- 
cuit, on appeal from the Tax Court, held 
that a distribution from a qualified pension 
plan was income in respect of a decedent 
and that, therefore, the recipients should 
be allowed a deduction for the estate tax 
attributable to the distribution. This case 
applies to a distribution from a pension 
trust made prior to the change in the law 
exempting the employer-paid portion of 
such distributions from estate tax. The case, 
however, should be valuable to taxpayers in 
any instance where there are employee con- 
tributions and earnings thereon which are 
not exempt from the federal estate tax and 
in cases where the distributions are pay- 
able to the employce’s estate rather than 
to a named beneficiary and, therefore, do 
not qualify for the estate tax exemption. 


Discussion of the present state of the law 
in this field would not be complete without a 
brief summary of the deductions which are 
allowable for income tax purposes in con- 
nection with the same items of income. 
Section 691 * permits the deduction of speci- 
fied items—namely, expenses incurred in a 
business or for the production of income, 
interest, taxes, depletion and the foreign 
tax credit. A net operating loss or capital 
loss of the decedent may not be carried 
forward to the estate. Property taxes ac- 
cruing before death are deductible if they 
are a lien on the property. Depletion is de- 
ductible only by the person who receives 
the income from the property. It should be 


noted that these items which are deductible 


% See footnote 6; 
posed revision. 

™ Hess v. Commissioner, 59-2 vustc { 9714 
(CA-3), rev’g in part and rem’g H. Lloyd Hess, 
CCH Dec. 23,220, 31 TC 165. 

18 1954 Code Sec. 691(b). 


Sec. 691(a)(7) of pro- 
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in connection with the income taxed as in- 
come in respect of a decedent may also be 
deducted for estate tax purposes. This 
double deduction is again based on the 
theory that an attempt is being made to 
place the decedent in the same position tax- 
wise as if he had paid the items before 
death. 


The further deduction allowed under Sec- 
tion 691 is, of course, the deduction for the 
portion of the estate tax attributable to the 
income item.” Because of the interrelation 
between the marital deduction computation 
and the computation of the estate tax at- 
tributable to the income item, certain incon- 
sistencies and unjust results arise. These 
peculiar situations will be commented on in 
my discussion of specific problems in the 
second part of this paper. It should be 
noted, however, in this general area that 
the decision in the Hess case, referred to pre- 
viously as an example of the extension of 
the definition of “income in respect of a 
decedent,” was, in fact, a victory for the 
taxpayer, since the point involved was 
the question of whether the deduction of the 
estate tax attributable to the distribution 
could be allowed if the income was taxable 
under a section other than Section 691. 


At this point, I would like to emphasize 
that it is not my thought or purpose to dis- 
cuss or philosophize on the question of 
whether any of the decided cases is right or 
wrong or whether the obvious extension of 
definitions of both “accrued income” under 
prior law and “income in respect of a de- 
cedent” under present law by the courts is 
proper.” In the second part of this paper, 
certain types of income that are generally 
realized after the death of a taxpayer will 
be discussed from the standpoint of what 
can be done to minimize the tax conse- 
quences of Section 691. I will assume that 
the present law is represented by the pres- 
ent Code and the presently decided cases— 
and assume further that any future changes 
in the Code, and future court cases, will, if 
anything, further stack the cards against 
the taxpayer. In this connection, it is in- 
teresting to note that the subcommittee 
report on the proposed codification of Sec- 
tion 691™ states, in connection with one 
suggestion, that the proposal is designed to 


” 1954 Code Sec. 691(c). 

For discussions relating to the question of 
the correctness of various decisions, see Hock, 
“Income and Property of Decedents and Their 
£states,’’ 34 TAXEs 351 (May, 1956): Note, ‘‘In- 
come in Respect of Decedents: The Scope of 
Section 126," 65 Harvard Law Review 1024 
(1952); Scott, “‘The Strange Case of Commis- 
sioner v. Linde,’ 33 TAXES 675 (September, 
1955). 
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“carry out the general policy of the Code 
that earned income should not escape tax- 
ation.” This is a further example of the de- 
velopment of the law along the line that 
income should be taxed as income not- 
withstanding the intervention of death. It 
is also interesting to note that the Com- 
mittee on Federal Taxation of the Chicago 
Bar Association™ has approved the pro- 
posed codification of Section 691 except to 
the extent that the proposal contains a 
“catchall” which is probably as indefinite 
as is Section 691 at present. 


Areas in Which 
Tax Planning Is Important 


What are some of the areas of “income 
in respect of a decedent” in which proper 
tax planning can be important? Here are 
a few: 


Installment Sales 


It is now clear that if a person sells real 
estate, for example, on an installment con- 
tract and then dies, his estate or its distri- 
butee will’ continue to be taxable on the 
installment gain.* No stepped-up basis is 
acquired.™ The tax disadvantage of such a 
program, when contrasted with not selling 
until after death, is obvious. Consideration 
should first be given, in the case of an older 
taxpayer, to a deferral of the sale. Per- 
haps a lease with an attractive option to 
purchase after the death of the owner might 
be a possibility. 


If it is considered unwise to defer the sale 
for any reason, consideration should be 
given to a specific bequest of the installment 
obligation to one or more legatees in as low 
tax brackets as possible under the circum- 
stances. In the absence of specific bequests 
under the will, careful handling of the estate 
after death and periodic distributions to 
residuary legatees should not be overlooked 
if favorable results would be produced. 


Deferred Compensation Contracts 


In the normal contract between a corpo- 
ration and one of its executives, payments 
are to be made by the corporation to the 
executive at a future date if he is living and, 


21 See footnote 6. 

2 Statement of Committee on Federal Taxa- 
tion of the Chicago Bar Association Before 
the Committee on Ways and Means, House of 
Representatives, Monday, March 2, 1959, p. 8. 

23 1934 Code Sec. 691(d). 

2% 1954 Code Sec. 1014(c). 








if not, to the estate of the executive or some 
person or persons designated in the con- 
tract. While there appears to be some 
question as to whether the value of the con- 
tract payments would be included in the 
gross estate for estate tax purposes, there is 
less doubt that the contract payments would 
be subject to income tax in the hands of the 
recipient, less the deduction for any estate 
tax attributable thereto.” From a stand- 
point of tax planning it would seem wise to 
assume that the payments are subject to 
both taxes and there is, therefore, room for 
some tax planning. 


If, for example, the executive wants all 
his property to go to his widow, then it 
might be wise to suggest that the contract 
payments be made to the estate so that, by 
proper administration of the estate, the in- 
come payments received can be taxed to at 
least two taxpayers (the estate and the 
widow) for at least the period of adminis- 
tration. As you know, this can be accom- 
plished by periodic distributions of income 
from the estate to the widow in the proper 
amounts during administration. 


If the executive in question has sufficient 
assets, so that he is thinking about a more 
complex will and beneficiaries other than his 
widow, the income from the deferred com- 
pensation contract might be split among 
more taxpayers—for example, the widow, 
children and the estate. 


In a more extreme case, where it is not 
necessary that the widow receive any of the 
deferred compensation, consideration should 
be given to the possibility that the deferred 
compensation be paid to one or more inter 
vivos or testamentary trusts. Such trusts 
would provide for the receipt of such income 
as princ‘pal; therefore, the income would 
be taxed to each of the trusts named. The 
income on the investments thereafter made 
from the contract proceeds would be paid to 
the widow or other designated beneficiary. 


Care should be taken in the use of multi- 
ple trusts to avoid the possibility that they 
might be combined for tax purposes under 
some future law. This is, of course, the 
same problem that is present in any case 
where multiple trusts are used for the bene- 
fit of one beneficiary. 


Care should also be exercised to avoid 
any distribution of principal to the income 
beneficiary during the time when contract 
payments are being received, or during the 
five-year “throw-back” period.” 


Charitable Bequests 


If, in estate and tax planning conferences 
with a client, it is found that the client will 
have income in respect of a decedent and 
also has a desire to make a bequest to 
charity, it is suggested that attorney and 
client consider the possible tax saving if it 
be provided in the will, or in the instrument 
governing the income, that the charity be 
paid from income in respect of a decedent. 
If this is done, it seems clear that the in- 
come so transferred will escape both income 
and estate taxes. The cost of the charitable 
contribution is thus reduced. 


It may be found that a testator is not able 
to predict which income will be income in 
respect of a decedent or that he is not 
willing to make a charitable bequest of an 
indefinite amount, particularly if his other 
assets are subject to wide fluctuation in 
value. In such case, consideration should be 
given to a charitable bequest, limited as to 
dollar amount or limited as to a percentage 
of the gross estate, coupled with a provision 
that the bequest shall be satisfied to the ex- 
tent possible from income in respect of a 
decedent—specifying the particular type, if 
possible. In this connection, the possibility 
of a tax saving as to such income should not 
be overlooked in the case of a will with 
part of the residue going to charity. The in- 
come will be at least partially tax-free to 
the extent that it is permanently set aside 
for charity. 


A question has been raised by some tax 
lawyers as to whether or not there is a pos- 
sible method of tax saving relating to this 
problem under the following fact situation: 
Let us assume that a testator dies, leaving a 
will providing for a cash bequest of $10,000 
to a charitable organization. The will also 
provides for the executor to pay the cash 
bequests in cash or in kind, at his discretion. 
One of the assets of the estate is the right to 
receive $10,000 of income in respect of a 
decedent—under an employment contract, 
for example. It seems clear, in this case, 
that if the executor receives the $10,000 in 
income, it will be taxable to the estate, with 
the deduction for estate tax paid computed 
in the normal way. The payment of the be- 
quest to charity will, of course, give the es- 
tate a deduction for estate tax purposes but 
will not affect the income tax. Under these 
circumstances, let us assume further that the 
executor determines to pay the charity, 
pursuant to his power to pay in cash or kind, 
by transferring the contract right to receive 





% Goodman v. Granger, 57-1 vustc { 11,687, 
243 F. 2d 264; 66 Yale Law Journal 1217, 1223. 
* For a discussion of estate planning for ex- 
ecutives in connection with deferred compen- 
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of New York University Seventeenth Annual 
Institute on Federal Taxation, pp. 1175 and 
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$10,000 from the employer. (To avoid any 
complications, we will also assume that the 
contract will be immediately payable, so 
that it has a value of $10,000.) Under these 
circumstances, does the estate escape the in- 
come tax on the $10,000 so assigned to 
charity? Section 691(a)(2) of the Code 
provides, in effect, that if the estate transfers 
a right to receive income in respect of a 
decedent, the fair market value of the right 
ts included in the gross income of the estate. 
This section further defines “transfer” as a 
sale, exchange, or other disposition of the 
right, but does not include a transfer to a 
person pursuant to the right of such person 
“to receive such amount by reason of the 
death of the decedent or by bequest, devise 
or inheritance from the decedent.” While it 
is not clear, it would appear that it is 
probable that a court would hold that the 
charity did not receive the income as such by 
reason of the death of the decedent or by 
bequest, etc., but more because of the exer- 
cise of a discretionary power by the execu- 
tor. If this is the result, we are thrown 
back on Section 642(c) of the Code to see 
whether or not the estate would be entitled 
to a deduction for a distribution of income 
to a charity. Under this section, a deduction 
is allowed for “any amount of the gross 
income . . . which pursuant to the terms of 
the governing instrument is, during the tax- 
able year, paid or permanently set aside” for 
a charitable purpose. The question here, 
then, is as to whether the distribution of the 
right to receive the income in satisfaction of 
the bequest is a distribution pursuant to the 
terms of the governing instrument. 


It would appear that both the argument 
that the transfer is not a transfer within the 
meaning of Section 691(a) and the argu- 
ment that there has been a distribution 
within the meaning of Section 642(c) are 
weak—and extend both sections beyond 
their reasonable limits. 


It should also be pointed out that if it 
were decided to try this theory out, there 
well might be a cost of losing as well as a 
gain in winning. If the transfer is made and 
the estate is held to be taxable anyway, the 
government could well argue that there was 
no estate tax paid on the income—since it, 
in fact, went to charity—and that, therefore, 
there is no estate tax deduction available 
for income tax purposes. 

As a last comment relating to the use of 
income to satisfy charitable bequests, it 
might be pointed out that even a pension or 
profit-sharing trust distribution might be 

27 A provision for the satisfaction of a chari- 


table gift out of income earned subsequent to 
death would have the same effect of tax sav- 
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used advantageously. This would be true, of 
course, only where the qualified pension or 
profit-sharing trust is the only income in 
respect of a decedent and where the person 
who would otherwise receive the amounts is 
in a higher income tax bracket than the 
estate tax bracket applicable to the taxable 
estate. It should, of course, be borne in 
mind that such qualified plan distributions 
(to the extent of employer contributions) 
are not taxable for federal estate tax pur- 
poses, so the only advantage is the difference 
between income and estate tax rates.” 


Marital Deduction 


Both in planning an estate where income 
in respect of a decedent is involved and in 
supervising the administration of the estate, 
the effect of the marital deduction in com- 
puting the federal estate tax deduction for 
income tax purposes should not be over- 
looked. 


In computing the deduction for estate 
tax, it is necessary to figure the tax, exclud- 
ing income in respect of a decedent. To do 
this, the marital deduction must, in many 
cases, be recomputed; this has the effect 
of reducing the amount of the income 
tax deduction which would be available if 
the marital deduction need not be con- 
sidered. If the maximum marital deduction 
is taken, the reduction of the adjusted gross 
estate by excluding income in respect of a 
decedent will automatically reduce the mari- 
tal proportionally. If the marital trust is 
stated as any other percentage of the ad- 
justed gross estate, there will be a similar 
adjustment to take account of the exclusion 
of income in respect of a decedent from the 
estate for this purpose. If all of the income 
in respect of a decedent is required to make 
up the marital deduction, there is no deduc- 
tion for estate tax, since the income in 
respect of a decedent bears none of the tax. 
If, on the other hand, no income in respect 
of a decedent qualifies for the marital, the 
estate tax on the full amount would be de- 
ductible, except where the amount of the 
marital deduction is dependent on the ad- 
justed gross estate. 


The present Section 691 has one obvious 
quirk. If some items of income in respect 
of a decedent qualify for the marital deduc- 
tion, while other items pass to, say, the son, 
the wife will be able to deduct a portion of 
the estate tax even though her portion of 
the income in respect of a decedent bears no 
estate tax and the son will not be permitted 
his full share of the estate tax as a deduction. 
ing to the extent that the applicable income tax 


rate exceeded the estate tax rate. 
78 1954 Code Sec. 691(c) (2). 
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This is so because each recipient of income 
in respect of a decedent may deduct a pro- 
portionate part of the estate tax attributable 
to all items of income in respect of a dece- 
dent, even though the particular item passing 
to him bears no estate tax.” The proposed 
amendments permit deduction of the estate 
tax only by a recipient whose share actually 
bears some estate tax. 

In some cases, there may be a net tax saving 
if part of the marital deduction is sacrificed 
in order to increase the income tax deduc- 
tion.” If the anticipated amount of income 
in respect of a decedent is large in propor- 
tion to the total estate, it will be advisable 
to make computations based on various 
alternatives. 


In closing, one word of caution may be 
added. If the will provides for a specific 
bequest of a right to receive income in re- 
spect of a decedent and the bequest is to a 
person or trust other than a charity, it will 
be safest if the right to receive the income 
is assigned to the legatee before any pay- 
ments are received by the estate. Section 
663(a)™ seems to provide that an estate will 
not get a distribution deduction where spe- 
cific property is paid as a bequest all at once 
or in not more than three installments. It 
therefore seems safer to transfer the right to 
receive the income rather than to rely on the 
distribution of the income after actual re- 


ceipt. [The End] 





Pitfalls in Inter Vivos Trusts 
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§ BRE YULASLE trusts may easily turn 
into tax traps unless the greatest care is 
exercised in their establishment and ad- 
ministration. Certain types of irrevocable 
trusts, which seemed relatively simple in 
concept only a few years ago, now appear 
to present serious problems when viewed 
in the light of current developments which 
disclose pitfalls that lie in the path of the 
unwary settlor, trustee or beneficiary. This 
discussion will center about four types of 
irrevocable inter vivos trusts: (1) Section 
2503(c) trusts for minors, (2) ten-year or 
short-term trusts, (3) inter vivos marital 
deduction trusts and (4) spray trusts. With 
respect to each type certain of the more 
significant pitfalls will be highlighted, and 
there will be brief comment on the appro- 
priate uses of each type in estate arrange- 
ments. 


There are two major pitfalls which I 
first wish to consider with respect to Sec- 
tion 2503(c)* trusts for minors: (1) the sup- 
port problem and (2) the Lober case? problem. 

The support problem is one which may 
affect the settlor, may affect the trustee 
or may result in the beneficiary’s being 
some person other than the one designated 
in the agreement. The Lober case problem 
affects the settlor if he is acting as a trustee 
or has retained a power to. substitute 
trustees. 


Support Problem 


Let us assume that a father establishes a 
Section 2503(c) minor’s trust for the benefit 
of his son. The attorney drafting the agree- 
ment, being mindful of the gift tax regula- 
tions which require, in effect, that both the 
property itself and the income therefrom 
be available for the benefit of the donee 
before he attains the age of 21, carefully 
provides that the trustee may at any time 
or from time to time expend any part or 
all of the trust income and principal as the 





1954 Code Sec. 691(c) (1). 

*See Drye, ‘“Taxation of a Decedent's In- 
come,"’ 8 Tax Law Review 201, 215. 

% 1954 Code Sec. 663(a) (1). 
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11954 Code Sec. 2053(c); Regs. Sec. 25.2503-4. 

2 Lober v. U. 8., 53-2 ustc § 10,922, 346 U. S. 
335, 74 S. Ct. 98. See also Commissioner v. 
Holmes, 46-1 vustc {§ 10,245, 326 U. S. 480, 66 
8. Ct. 257. 
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trustee in its discretion deems necessary for 
the support, maintenance, medical attention 
and educat'on of the son. Excess net income 
is to be accumulated and added to the 
principal of the trust. For a period of five 
years the income is added to principal and 
reinvested. At the expiration of the five-year 
period, the son, then 17, enters college and 
the trustee makes a lump-sum distribution 
of $4,000, to cover his tuition, support, main- 
tenance, and other expenses during the year. 


Let us also assume that (1) the trust is 
governed by the laws of a state which fail 
to permit the use of property or income 
from property owned by a child for the 
child’s support so long as his parent is able 
to support him; (2) the extent of a parent’s 
legal obligation to support the child is deter- 
mined by the family’s station in life and 
the means of the parent; and (3) the legal 
obligation extends to college education.’ 
Based upon these assumptions, which would 
perhaps be well-founded in some jurisdic- 
tions and not in others, what are the tax 
consequences of the distribution of $4,000 
out of current and accumulated income to 
the son for his support, ma‘ntenance and 
education during his first year at college? * 


The regulations in Section 1.677(b)-1° 
draw a distinction between income of the 
current year paid in the discretion of a 
trustee for the support or maintenance of a 
beneficiary whom the grantor is obligated 
to support and an amount paid out of trust 
corpus or other than out of income of the 
current year for the support of such bene- 
ficiary. As far as the current year’s income 
is concerned, the grantor is treated as owner 
of such income under Regulations Section 
1.677(b)-1 but, as to the distribution of 
corpus, he is not treated as substantial 
owner but as trust beneficiary. Under such 
circumstances, the grantor is taxed to the 
extent of the accumulation distribution un- 
der Sections 665 through 668. The current 
year’s income, paid for the support of the 
son, is attributed to the father as substantial 
owner, but the balance of the payment is con- 
sidered to consist of income which has been 
accumulated and reinvested during the past 
years. The throwback rule is applied if the 
accumulation distribution exceeds $2,000; 
in such event it becomes includable in the 
father-grantor’s income tax return and the 
tax is assessed pretty much as it would have 
been had he received it in prior years. The 
trustce is not entitled to a refund of the 





*See Regs. Sec. 1.652(a)-4: “The term 
‘legal obligation’ includes a legal obligation 
to support another person if, and only if, the 
obligation is not affected by the adequacy of 
the dependent’s own resources. Fer example, 
a parent has a ‘legal obligation’ within the 
meaning of the preceding sentence to support 
his minor child if under local law property 
or income from property owned by the child 
cannot be used for his support so long as his 
parent is able to support him. On the other 
hand, if under local law a mother may use 
the resources of a child for the child’s sup- 
port in lieu of supporting him herself, no ob- 
ligation of support exists within the meaning 
of this paragraph, whether or not income is 
actua'ly used for svppcrt. Similarly, since 
under local law a child ordinarily is obligated 
to support his parent only if the parent's 
earnings and resources are insufficient for the 
Purpose, no obligation exists whether or not 
the parent's earnings and resources are suf- 
ficient. In any event, the amount of trust in- 
come which is included in the gross income 
of a person obligated to support a dependent 
is limited by the extent of his legal obliga- 
tion under local law. In the case of a parent's 
obligation to support his child, to the extent 
that the parent’s legal obligation of support, 
including education, is determined under local 
law by the family’s station in life and by the 
means of the parent, it is to be determined 
without consideration of the trust income in 
question.”’ 

‘The usual common law rule is that the 
parent is liable for the support of a minor 
child and may not use the child's funds unless 
the parent's funds are insufficient. Bedford v. 
Bedford, 32 Ill. App. 455, aff'd, 136 Ill. 354 
(1891); 121 ALR 176, 179. On the extent of 
the obligation to educate child see Middlebury 
College v. Chandler, 16 Vt. 683, 42 Amer. Dec. 
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537 (1844): Mairs v. Reynolds, 41-2 ustc { 9554, 
120 F. 2d 857 (CA-8); Ested v. Hsted, 138 
Wash. 174, 244 P. 264 (1926); Ziesel v. Ziesel, 
93 N. J. Eq. 953, 115 A. 435 (1921): Wynn v. 
Wynn, 6 Ohio L. Abs. 450 (1928): Campbell v. 
Campbell, 20 Ohio L. Abs. 605 (1935); Matter 
of Grant, 137 New York Law Journal, No. 48, 
p. 7. col. 4 (Surr. Ct., New York Cty., March 
12, 1957). 

5 Regs. Scc. 1.677(b)-1 provides in part: 
“Trusts for support. (a) Section 677(b) pro- 
vides in effect that a grantor is not treated as 
the owner of a trust merely because its in- 
come may, in the discretion of any person 
except the grantor not acting as trustee or 
cotrustee be applied or distributed for the 
support or maintenance of a beneficiary, such 
as the wife or child of the grantor, when the 
grantor is legally obligated to support. If 
income of the current year of the trust is 
actually so applied or distributed the grantor 
may be treated as the owner of any portion 
of the trust under section 677 to that extent, 
even though it might have been applied or dis- 
tributed for other purposes. 

‘*(b) If any amount applied or distributed for 
the support of a beneficiary whom the grantor 
is legally obligated to support is paid out of 
corpus or out of other than income of the cur- 
rent year, the grantor is treated as a beneficiary 
of the trust, and the amount applied or dis- 
tributed is considered to be an amount paid 
within the meaning of section 661(a)(2), taxable 
to the grantor under section 662. Thus, he is 
subject to the other relevant portions of sec- 
tions 641-668 (subparts A through D). Ac- 
cordingly, the grantor may be taxed on an 
accumulation distribution under sections 665 
through 668 (subpart D). The provisions of 
these sections, including the exceptions im sec- 
tion 665, are applied on the basis that the 
grantor is the beneficiary.’’ 
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tax jt has paid, but the father-grantor does 
receive a credit on his return for such tax 
paid. If the grantor is in a high income tax 
bracket and the trust in a low bracket, the 
difference in tax could be substantial. 


Next let us assume that instead of the 
father creating the trust, the trust is 
created by a grandfather, but that the agree- 
ment has simiJar terms. The trustee has au- 
thority in its discretion to expend any part 
or all of the net income and principal of the 
trust as the trustee deems necessary for the 
support, maintenance, medical attention and 
education of the grandson until he attains 
the age of 21. Excess income is to be ac- 
cumulated and added to principal. If $4,000 
is distributed to the grandson for his support, 
maintenance and education during his first 
year at college and it is clear under state 
law that the father has a legal obligation to 
support, maintain and educate his son to 
such extent, the child’s father would be 
subject to tax rather than the grandfather- 
grantor. The regulations provide that any 
income which, pursuant to the terms of a 
trust, is used in full or partial satisfaction 
of a legal obligation of any person is in- 
cluded in the gross income of such person. 
If we assume that the father has a legal 
obligation to support, maintain and educate 
his son and under local law such obligation 
is broad enough to include a requirement 
that the child be given a college education, 
then according to the regulations the father 
becomes the trust beneficiary rather than 
the son to the extent that payments of in- 
come are made in discharge of such obliga- 
tion. The father would not only report the 
current year’s income, but also the income 
for the preceding years under the throw- 
back rule to the extent of the accumulation 
distribution.® 


The support problem also reaches into 
the estate tax area. Section 2036 of the 
1954 Code requires that the value of an 
interest in property transferred by the de- 
cedent is to be included in his gross estate 
for federal estate tax purposes if the dece- 
dent retains the use, possession, right to 
income or other enjoyment of the trans- 
ferred property for a period which does not 
end before his death. The regulations rely, 
in part, on an income attribution approach 
in defining “use, possession, right to income 
or other enjoyment of the transferred prop- 
erty.” Such use, possession, right to income 
or other enjoyment of the transferred prop- 
erty is considered “as having been retained 
by or reserved to the decedent to the extent 


that the use, possession, right to the income, 
or other enjoyment to be applied toward 

a legal obligation of the decedent, 
or otherwise for his pecuniary benefit. The 
term ‘legal obligation’ includes a legal obliga- 
tion to support a dependent during the de- 
cedent's lifetime.” * 


The Internal Revenue Service has taken 
the position that if a father creates a trust 
for a minor child and imposes a duty upon 
the trustee to apply the income for the sup- 
port of the child, the trust will be includable 
in the father’s gross estate for federal estate 
tax purposes as a transfer subject to a re- 
tained income interest. The theory is that 
at all times prior to the grantor’s death the 
grantor has a retained right to have the 
income applied in satisfaction of a legal ob- 
ligation, that of support. If the child is over 
21 and there no longer is any obligation of 
support, then the trust would not be in- 
cludable under this theory. Although this 
support problem arises more often in these 
Section 2503(c) minor’s trusts than, perhaps, 
in any other type of trust, it really cuts 
across the entire field of irrevocable trusts. 
For example, in Commissioner v. Dwight; 
a trust was held includable in the settlor’s 
gross estate because the income was to be 
used for the support and maintenance of 
his wife. The court reasoned that the settlor 
had reserved an income interest which con- 
tinued until his death, 


The support problem also reaches into the 
power-of-appointment area. Assume, for 
example, that a grandfather creates a Sec- 
tion 2503(c) minor’s trust and designates 
his son as the trustee. The son, as such 
trustee, is given a discretionary power to 
pay any portion of the income or principal 
of the trust to his son—the grandfather’s 
grandson—for support, maintenance, medi- 
cal attention and education. The son may 
have a taxable power of appointment. A 
general power of appointment is defined in 
Section 2041(b)(1) as any power of appoint- 
ment exercisable in favor of the decedent, 
his estate, his creditors or the creditors of 
his estate, and the regulations provide: 


“A power of appointment exercisable for 
the purpose of discharging a legal obligation 
of the decedent or for his pecuniary benefit 
is considered a power of appointment ex- 
ercisable in favor of the decedent or his 
creditors.” ® 


Although the section of the regulations 
dealing with powers of appointment does 
not specifically state that the term “legal 





*See Regs. Sec. 1.662(a)-4. 


* Regs. Sec. 20.2036-1(b)(2). (Italics supplied.) 
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8 Commissioner v. Dwight, 53-1 ustrc { 10,903, 
205 F. 2d 298 (CA-2), cert. den., 346 U. S. 871. 
® Regs. Sec. 20.2041-1(c) (1). 


TAXES —The Tax Magazine 








obligation” includes the obligation of sup- 
port, we do find the phrase “or for his 
pecuniary benefit” added after the phrase 
“legal obligation of the decedent” which in- 
dicates that the Service gives a broad in- 
terpretation to the phrase “exercisable in 
favor of the decedent.” In addition, we find 
the statement “The term ‘legal obligation’ 
includes a legal obligation to support a de- 
pendent during the decedent’s lifetime” in 
the section of. the regulations dealing with 
transfers subject to retained income in- 
terests.” It appears that the Service has 
adopted the position that if a son acting as 
trustee has the power to apply income or 
trust corpus for the support, maintenance 
and education of his son—whom he is 
legally obligated to support, maintain and 
educate—he is to be treated as having a 
power of appointment exercisable in favor 
of himself. 


The “support” pitfall can affect the 
grantor of a Section 2503(c) minor’s trust 
if the trust is created for the benefit of a 
child he is legally obligated to support. 
The grantor may find that he is substantial 
owner of the current income or that he 
himself is the beneficiary if accumulations 
are distributed to him. His executor may 
find that such a trust is includable in the 
grantor’s gross estate if the agreement is 
drafted in such a way that the trustee is 
required to expend income for the support 
of the minor child. The law is, not clear as 
to the estate tax consequences of a discre- 
tionary power given an independent trustee 
to apply income for the support, education 
and maintenance of a minor child that the 
decedent is legally obligated to support, 
educate and maintain. Although the effect 
of such a discretionary power is not ex- 
pressly dealt with in the regulations, one 
wonders whether the Service might contend 
that a grantor retains a contingent right 
to income sufficient to bring the trust within 
the scope of the estate tax where an inde- 


pendent trustee has the express authority 
to expend income for the support, educa- 
tion and maintenance of the grantor’s minor 
children. 


The support pitfall may also result in 
adverse income tax consequences-to a per- 
son other than the grantor if such person 
has the legal obligation to support the bene- 
ficiary. In addition, if the trustee is the 
father of the beneficiary and in such ca- 
pacity may expend income or principal for 
the support of a child he is legally obligated 
to support, the trust—or a portion of it— 
may be includable in his gross estate. The 
support pitfall may and should be avoided 
by careful draftsmanship ™ and careful trust 
administration. 


roblem of Lober Case 


The Lober case,” decided in 1953, indicates 
in effect that a Section 2503(c) minor’s 
trust will be includable in the gross estate 
of the grantor if he is acting as trustee 
or cotrustee at the time of his death. 
The Lober case was an action for an 
estate tax refund brought by the execu- 
tors of the estate of Morris Lober. Lober 
had created three separate trusts for his 
three children. The terms of the three 
instruments were similar. Lober, as trustee, 
had the usual administrative powers, includ- 
ing the authority to accumulate and re- 
invest the income until the _ beneficiary 
reached the age of 21 and also the right to 
accelerate distribution of principal. After 
the age of 21, each child was entitled to the 
net income of his or her trust and, at the 
age of 25, to distribution of the principal. 
If a child died prior to the age of 25, his 
or her interest would have passed to his 
or her estate. The trusts created by Lober 
were not Section 2503(c) minor’s trusts, for 
they were created long before the 1954 
Code, and each agreement provided for final 
distribution at the age of 25 rather than 





1 Regs. Sec. 20.2036-1(b) (2). 

“uIf the trust is to be one which requires 
mandatory or discretionary distributions of in- 
come it is a mistake to state in the agreement 
that the income is to be applied for the support, 
maintenance and education of the minor child, 
but it would appear to be safe from the income 
tax standpoint to authorize expenditures for the 
child in any one of the following ways: 

(1) the purchase of registered government 
bonds, such as Series E bonds to be registered 
in the name of the child; 

(2) the purchase of stocks to be registered in 
the child's name; 

(3) deposits in a savings account in the name 
of the child; and 

(4) payments directly to the child or for his 
benefit. 

With respect to payments directly to a child 
or for his benefit, the trust agreement itself 


Federal Tax Conference 


should clearly indicate that such payments shall 
be supplemental to but not in lieu of, the 
grantor’s obligation of support or maintenance. 
To eliminate the risk of taxability to the father, 
it might be desirable to specifically state that 
the trustee is prohibited from making any pay- 
ments for the support, maintenance or educa- 
tion of the child which under applicable state 
law the father is required to provide for the 
child. If such a statement is included in the 
trust agreement, the burden of determining 
whether a given payment is one for support, 
maintenance or education would be placed 
upon the trustee. Some trustees might not like 
to assume such a burden because of the un- 
settled state of the law, unless the language of 
the agreement affords full protection from lia- 
bility in the case of an erroneous determination. 
2 Cited at footnote 2. 
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the age of 21. In other respects they were 
similar to Section 2503(c) minor’s trusts. 
The Supreme Court held that the value of 
the three separate trusts was includable in 
Lober’s gross estate, for the enjoyment of 
them was subject, at the date of his death, 
to change through the exercise of a power 
to alter, amend or revoke. The court 
commented: 


“The trust instrument here gave none 
of Lober’s children full ‘enjoyment’ of the 
trust property, whether it ‘vested’ in them 
or not. To get this full enjoyment they 
had to wait until they reached the age of 
twenty-five unless their father sooner gave 
them the money and stocks by terminating 
the trust under the power of change he 
kept to the very date of his death. This 
father could have given property to his 
children without reserving in himself any 
power to change the terms as to the date 
his gift would be wholly effective, but he 
did not.” 


Section 2038 provides that the value of 
property transferred by a decedent subject 
to a retained power to alter, amend, revoke 
or terminate is to be included in the de- 
cedent’s gross estate. Such property is in- 
cludable irrespective of the capacity in 
which the power is exercisable, as trustee 
as well as individually, and regardless of 
whether or not such power is exercisable 
alone or in conjunction with another person 
—that is, as coholder or cotrustee. The 
regulations under Section 2038 adopt the 
theory of the Lober case in providing: 


“Section 2038 is applicable to any power 
affecting the time or manner of enjoyment 
of property or its income, even though the 
identity of the beneficiary is not affected. 
For example, section 2038 is applicable to 
a powcr reserved by the grantor of a trust 
to accumulate income or distribute it to A, 
and to distribute corpus to A, even though 
the remainder is vested in A or his estate, 
and no other person has any beneficial 
interest in the trust.” ™ 


If the grantor is the trustee of a Section 
2503(c) minor’s trust and, as such trustee, 
he has the power to accumulate income or 
distribute it and the power to distribute 
corpus, the Service takes the position that 
the trust is includable in his gross estate. 


It should be remembered, however, that 
the trustee of a Section 2503(c) minor’s 
trust must have authority to expend both 
the property itself and the income for the 


® Regs. Sec. 20.2038-1(a) (3). 
™ Regs. Sec. 20.2038-1(a) (3). 
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benefit of the donee of the trust—that is, he 
must have the power to distribute corpus 
as well as income for the benefit of the 
minor if the trust is to qualify under Sec- 
tion 2503(c) for the gift tax exclusion. Con- 
sequently, one should not attempt to avoid 
the Lober case problem by restricting the 
authority of the trustee. To avoid the Lober 
case problem, the grantor should not act 
as the trustee of a Section 2503(c) minor’s 
trust. 


The regulations go one step further, for 
it is provided that if the “decedent had the 
unrestricted power to remove or discharge 
a trustee at any time and appoint himself 
trustee, the decedent is considered as having 
the powers of the trustee.”"* Thus, if a 
grantor sets up a Section 2503(<) minor’s 
trust with an independent trustce and gives 
the trustee the usual powers to pay out 
any part or all of the income or principal 
to the beneficiary but retains an unre- 
stricted power to remove the independent 
trustee and appoint a new trustee, including 
himself, the grantor is considered to have 
retained a power to alter, amend, revoke 
or terminate.” If the grantor of a Section 
2503(c) minor’s trust is to retain a power to 
remove trustees and appoint successors, the 
trust agreement should specifically exclude 
the grantor from the class of possible ap- 
pointees. 


Place of Minor's Trusts 
in Estate Arrangement 


Mathematical demonstrations of hypotheti- 
cal income, estate and gift tax savings have 
led to the creation of a good many trusts 
which should never have been established. 
The realization that $3,000 exclusions are 
slipping away each December 31 often 
leads to the establishment of a Section 
2503(c) trust for a minor child without con- 
sideration being given to the relation of the 
trust to the over-all estate plan of the settlor 
or to the effect of such a trust upon the 
beneficiary. These trusts are really not 
very satisfactory; they should play only a 
relatively small part in the field of estate 
planning and should be used only for rela- 
tively small amounts of property. It is 
doubtful whether it is wise to specifically 
require distribution of substantial amounts 
to a beneficiary at the age of 21 as required 
if such a trust is to qualify for the gift tax 
exclusion under Section 2503(c). If, for 
example, the beneficiary is two years old 


% Rev. Rul. 55-393, I. R. B. 1955-25, 19; 
Loughridge v. Commissioner, 50-1 ustc { 10,766, 
183 F. 2d 294 (CA-10); Clark v. U. 8., 58-2 ustc 
{ 11,823, 167 F. Supp. 54 (DC Me.). 


TAXES —The Tax Magazine 











when the trust is created, it is virtually 
impossible to foresee with any degree of 
accuracy what such child’s ability will be 
19 years later with respect to the prudent 
expenditure of funds and management of 
property. All too often, funds distributed 
at too early an age are lost or wasted, and 
sometimes the child takes advantage of the 
situation to embark upon a course of action 
or way of life disapproved by the parents 
and probably not in his best interest. The 
economic loss resulting in mismanagement 
of funds by a beneficiary after receiving 
distribution at too early an age may very 
easily cancel out anticipated tax saving 
gains. 


Perhaps the justification of a trust of 
this type is that in some situations it is 
the only vehicle for gifts, acceptable to a 
donor, which qualifies for the gift tax exclu- 
sion, A grandparent who would not transfer 
assets to a two-year-old grandchild may be 
willing to set up a trust of this type which 
permits postponement of the benefits until 
the age of 21. From the standpoint of a 
grandparent’s estate plan, a Section 2503(c) 
trust for a grandchild may make good 
sense, for it is better than an outright gift, 
but a trust of this type should play a rela- 
tively unimportant part in the average 
estate plan. 


Because many parents are aware of the 
fact that the age of 21 may not prove to be 
a satisfactory age for distribution, attempts 
are made to distort these trusts and to 
actually convert them into trusts which 
will last until a later age. In Rev. Rul. 
59-144," the Commissicner discusses a trust 
instrument which provided that the in- 
come and corpus might be expended for 
the benefit of the donee before he reached 
the age of 21 and that, upon reaching that 
age the donee might compel immediate dis- 
tribution of the trust but in the absence of 
a request for distribution there would be 
an extension of the terms of the trust, in 
which case he would receive a distribution 
of one third of the corpus upon attaining 
the age of 25, one third upon attaining the 
age of 29 and the balance upon attaining 
the age of 33. The Commissioner rules 
that the trust would not qualify for the gift 
tax exclusion under Section 2503(c), and 
two grounds are given. First, a power 
given the beneficiary to require distribution 
at the age of 21 does not meet the statutory 
requirement that the property must pass 
to him upon attaining the age of 21. Second, 
to permit the donor to set forth conditions 


% Rev. Rul. 59144, I. R. B. 1959-17, 14; 
Estate of Marion B. Gebbie et al., CCH Dec. 
20,155(M), 13 TCM 136 (1954). 
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under which the property might be handled 
after the donee reached the age of 21 would 
be inconsistent with the basic purpose of the 
statute—to allow the exclusion if the trans- 
fer to the minor donee would pass to him 
as absolute owner upon his reaching the 
age of 21. 


It is undoubtedly proper to provide in 
such an agreement that the trust is to be 
distributed to the minor donee at the age 
of 21, but with a statement that the child 
may by affirmative action on his part direct 
the trustee to continue to hold property in 
trust along such terms and conditions as 
he may designate by instrument in writing 
delivered to the trustee. I see no real 
objection, strictly from the standpoint of 
the availability of the exclusion to the 
grantor, to setting forth the terms of an 
extension provided the child is given the 
right to select the terms outlined or to 
select such other terms and condit’ons as 
he may wish. In view, however, of the posi- 
tion of the Service, expressed in Rev. Rul. 
59-144, it would be a mistake to attempt 
to specify the precise terms under which 
such a trust may be extended, and to limit 
the child to such terms. Even if there were 
not this problem of the possible loss of the 
exclusion, it might still be a mistake to 
specify the terms upon which the trust 
might be extended by the beneficiary. For 
example, if under the terms of the extension 
there are to be accumulation provisions and 
later distributions to the child, the child 
will be taxed on both current and accumu- 
lated income, the trust corpus will be in- 
cluded in his gross estate tax, and some 
portion or all of the trust assets may be 
subject to federal gift tax. It would be 
hard to work out a more unsatisfactory 
estate arrangement from the child’s stand- 
point. It would probably be better to pro- 
vide for a letter from the parent to the 
child to be delivered to the child at the 
age of 21 rather than to have detailed pro- 
visions, regarding the terms under which 
the trust is to be extended, incorporated 
in the trust agreement. The letter should 
recommend to the child that he consult 
with a competent tax attorney with respect 
to the proper arrangement of his own estate 
and also perhaps seek investment guidance 
from a competent investment counselor 
with respect to the handling of property 
then made available to him. 


The most common technical errors with 
respect to a minor’s trust designed to qualify 
for the gift tax exclusion are, first, the un- 





satisfactory manner in which the “support” 
problem is handled and, second, the failure 
to realize that there is an estate tax danger 
if the settlor acts as trustee or retains a 
power to remove a trustee and appoint 
another trustee, which other trustee may be 
the settlor himself. But even more im- 
portant is the relation of any minor’s trust 
to the over-all estate arrangement of the 
settlor. In most cases it is better to use 
longer-term trusts designed primarily with 
a view to distributing assets at such time 
or times as the beneficiary has achieved 
maturity and experience. I do not believe 
that the loss of the exclusion is too serious 
a loss except perhaps for grandparents. It 
is more important to plan a trust in terms 
of the benefits that are to be conferred 
rather than to attempt to save every pos- 
sible gift or estate tax dollar. In most 
cases many years elapse after the children 
are of age during which outright transfers 
can be made to them once it has become 
clear that they will actually benefit by such 
transfers. 


Transfers to a custodian for the minor 
under a_ gifts-to-minors statute like the 
one now in effect in Illinois” may be 
advantageous, for the exclusion is available 
for such transfers, and it is not too ob- 
jectionable to have certain types of assets 
transferred directly to the child if the value 
is not too great. Shares of an investment 
trust may be registered in the minor’s 
name; government bonds may be registered 
in the child’s name; or insurance policies 
can be owned by a child. If a decision has 
been made that an insurance policy on the 
life of a child is to be acquired, it may be 
better to have this policy owned by the 
child rather than attempt to use such a 
trust as a vehicle for handling such a policy. 
It is clear that premiums paid on an insur- 
ance policy owned by a child qualify for 
the gift tax exclusion,” but it is not quite 
so clear that income of a minor’s trust 
used to pay such premiums on a policy 
owned by the trust would also preserve 
the exclusion status of the trust.” It has 
been argued that the diversion of income 
into an insurance-policy type of invest- 
ment program might have the effect of 
keeping the income and property from being 
at all times available for the benefit of the 
child and that, consequently, the trust 
would not qualify as a Section 2503(c) gift 
tax exclusion trust.” 


* Uniform Gift to Minors Act, Illinois Re- 
vised Statutes 1959, Ch. 3, Sec. 531. See, how- 
ever, Rev. Rul. 56-484, 1956-2 CB 23, and Rev. 
Rul. 59-357, I. R. B. 1959-44, 18. 

% Rev. Rul. 55-408, 1955-1 CB 133; Sidney R. 
Baer et al., CCH Dec. 13,298(M), 2 TCM 285. 
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Short-Term Trusts 


Like a Section 2503(c) minor’s trust, a 
short-term trust is not a very satisfactory 
estate planning device. It is not a useful 
arrangement for saving either gift or estate 
taxes. If the settlor lives beyond the term 
of the trust and the assets revert to him, 
they are included in his gross estate. If 
he dies during the term of the trust, the 
value of the reversion is includable and, as 
the time of termination approaches, his 
gross estate tends to increase, In most 
planning designed to reduce estate taxes 
with a minimum of gift tax cost, transfers 
are made over a period of years with the 
expectation that as the settlor becomes 
older his estate will be reduced in size. 
The net effect of a short-term trust is to 
gradually bring back into the settlor’s gross 
estate a larger and larger percentage of 
the value of the transferred assets until 
he is back where he started from as to such 
assets. If the assets have increased in 
value, the increase in value also affects his 
own estate. The creation of such a trust 
may result in using up the $30,000 lifetime 
gift tax exemption and, possibly, one or 
more available exclusions. From a gift tax 
standpoint he may have placed himself 
in a high enough bracket that the eventual 
gift tax cost of additional future gifts might 
prove to be very burdensome, From the 
long-range point of view, no permanent 
estate or gift tax advantage is achieved by 
a short-term trust, the only advantage being 
in income tax savings. Income can certainly 
be shifted from the settlor to a beneficiary 
or from the settlor to a trustee during a 
period that income is accumulated, but why 
not also make the arrangement one that 
has an estate tax advantage so that the 
assets will be permanently eliminated from 
the settlor’s gross estate? If a trust has 
an income tax advantage for a ten-year 
period, it will have an even greater ad- 
vantage for a longer term. If the settlor can 
clearly afford to part with the assets for a 
ten-year period, in a very high percentage 
of the cases he can also afford to part with 
the assets for a longer period and minimize 
the eventual estate tax problem, Instead 
of creating a trust which is to provide for 
the settlor’s mother for a ten-year period, 
why not have the trust continue as long as 
she is living and, in the event of her death, 
have it remain in effect for the benefit of 
the settlor’s wife and children, with eventual 


” See Hstate of Charles C. Smith et al., CCH 
Dec. 20,673, 23 TC 367 (1954). 

*® James P. Johnson, ‘Trusts and_ the 
Grantor,’’ 36 Taxes 869, (December, 1948), at 
p. 870. 
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distribution to the children at certain ages? 
The trust could include a spray provision 
authorizing the trustee to pay income to 
the mother, to the wife or to the children, 
or to accumulate it. If the mother needed 
the income, all of it could be paid to her, 
but in the event of her death or in the event 
that the income was not needed for her, it 
could be paid to the wife or to the children 
or could be accumulated. Such a trust would 
fit into the over-all estate arrangement and 
might well serve as one of the cornerstones 
for the entire estate plan. 


Turning to certain specific problems of 
the short-term trust, it should be noted that 
although the principal difficulties arise in 
the income tax areas, there are certain 
rather serious gift tax pitfalls which should 
be carefully avoided. 


Inadvertent-Gift-of-Remainder 
Pitfall 


Assume that S makes an irrevocable trans- 
fer in trust. The trust income is to be paid 
to S’s wife for life and, upon her death, the 
trust corpus is to return to §S, if he is liv- 
ing. If he is not then living, it is to go to 
such persons as his wife might designate by 
will or, in default of a will by her, to her 
intestate successors under applicable New 
York law. This is the situation dealt with by 
the Supreme Court in Smith v. Shaughnessy.” 
The settlor admitted that there was a com- 
pleted gift as to the income interest given 
his wife but ascertained that no gift had 
been made as to the balance. The court noted, 
however, that the balance included both a re- 
mainder and a reversion and, although the gov- 
ernment conceded that the actuarial value of 
the reversion to the settlor was immune from 
gift tax, it was argued—and the Supreme 
Court agreed—that the remainder was not 
a retained interest, but was subject to the 
tax. There was a gift of the remainder in- 
terest as well as of the life estate. If the 
agreement had provided that the income 
was to be paid to the settlor’s wife for life 
and the principal was to revert to the 
settlor, if living at his wife’s death, but 
if he was not then living, to his estate, there 
would haye been no problem. The gift would 
then have been a gift of the income 
interest, and the settlor would have retained 
a true reversion as to the balance. Here, 
however, the agreement said in effect that 
the principal was to revert to S only if he 
were living at the death of his wife; if not, 


1 Smith v. Shaughnessy, 43-1 vustc { 10,013, 
318 U. S. 176, 63 S. Ct. 545. 
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it was to go to such persons as his wife 
might designate by will or, in default of a 
will, to her intestate successors under ap- 
plicable New York law. Not only had S 
given his wife a life estate, but he had also 
given away a remainder interest. 

If the settlor is to retain a reversion in a 
short-term trust, it should be a true re- 
version in the entire trust corpus. An 
agreement of this type should provide in- 
come to A for ten years (or for the life of 
A) and, at the expiration of the ten-year 
period (or at the death of A), the principal 
should be returned to the settlor if living, 
but if he is not living, to his estate. 


Power to Distribute Principal 


There is another way in which one may 
set up a short-term trust with a gift tax 
result different from that anticipated. In 
many cases ten-year trusts are used for the 
support of elderly relatives. Because the 
needs of such relatives may change from 
time to time, the settlor may indicate that 
he would like to give the trustee a power 
to use principal as well as income for the 
benefit of the beneficiary if the need arises. 

If the trustee is authorized to distribute 
principal as well as income, then the gift 
may become one of more than the ten-year 
income interest.” If the discretion is very 
broad so that it is not certain that any 
principal will return to the settlor, the 
gift may be one of the entire trust corpus 
rather than of the income interest only. If 
the power to pay principal is limited by a 
standard, it may be possible to determine 
the amount of the gift as something less 
than the value of the’ entire trust corpus, 
but the standard must be precise enough 
so that the minimum amounts distributable 
pursuant to the exercise of such a dis- 
cretionary power can be computed with a 
reasonable degree of accuracy. 


Allocation of Capital Gains 


Another type of provision that may affect 
the gift tax is a mandatory provision re- 
quiring that capital gains be allocated to 
income or a discretionary power given 
the trustee to allocate gains to either in- 


come or principal, The Service has ruled 
that the settlor will be treated as substantial 
owner of gains allocated to principal.in a 
trust of this type inasmuch as such gains 
are accumulated for eventual return to the 
settlor.” 

2 See, for example, Lockard v. Commissioner, 


48-1 ustc { 10,604, 166 F. 2d 409 (CA-1). 
7% Regs. Sec. 1.677(a)-1. 
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If, however, the agreement provides for 
mandatory or discretionary allocation of 
gains to the income beneficiary, there will 
then be no certainty that an item trans- 
ferred into a ten-year trust will not be 
sold by the trustee and the proceeds al- 
located to the income beneficiary, If this is 
the case, the gift may become more than a 
gift of a ten-year income interest. ‘Although 
there is no ruling directly in point, the 
Internal Revenue Service may take the 
position that the amount of the gift is to 
be measured by the difference between the 
cost basis of each security transferred into 
such a trust and its market value at the time 
the trust is established as well as the value 
of the income interest, or that a gift of the 
amount of the gain occurs at the time it 
is credited to income. 


There is one point I would like to men- 
tion in passing, concerning the allocation of 
capital gains to income, Let us assume that 
we are dealing with a ten-year trust, and the 
agreement requires allocation of gains to 
the income beneficiary. Also assume that a 
particular asset has increased substantially 
in value but that in the opinion of the 
trustee the investment quality of the asset 
is starting to decline. If the asset were 
sold, the gain would he allocated to the in- 
come beneficiary, but if the asset were re- 
tained, it would be returned to the settlor 
upon the termination of the trust. A deter- 
mination by a trustee as to whether an 
asset should be retained or sold should 
normally be based almost entirely on the 
investment quality of the particular asset, 
but here the interests of the beneficiary and 
the settlor are definitely affected by the 
decision. If a settlor wishes to give a 
trustee such a discretionary power over dis- 
tributions of principal, it is normally better 
expressly to indicate in the agreement that 
the trustee may distribute principal to the 
beneficiary rather than having gains al- 
located to income. As mentioned previously, 
a power to distribute principal may have an 
adverse gift tax effect, but a provision re- 
quiring that gains be allocated to income, 
in addition to affecting the gift tax ad- 
versely, also presents this administrative 
problem which may prove troublesome. 


Possible Loss of Exclusion 


An income interest in a ten-year trust 
or a trust for the life of the beneficiary may 
be qualified for the gift tax exclusion as a 
present interest, but a discretionary power 

™ Hvans v. Commissioner, CCH Dec. 18,461, 


aff'd, 52-2 usrc { 10,862, 198 F. 2d 435 (CA-3). 
** 1954 Code Sec. 2503(b). 
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in the trustee to withhold or accumulate 
income will normally result in losing the 
exclusion. A power to distribute principal 
may also have some effect on the exclusion 
if there is more than one income beneficiary. 


Assume that an agreement provides that 
the income is to be distributed currently to 
two beneficiaries—A and B. If the trustee 
has a discretionary power to distribute 
principal to A or to B, there is an indication 
that not only may the gift be more than one of 
an income interest but, in addition, that the 
gift tax exclusion may be lost. Prior to the 
enactment of the 1954 Code, the Internal 
Revenue Service was successful in the 
Evans case,* in establishing that the in- 
come interest did not qualify for the gift 
tax exclusion if there was a power in 
the trustee to distribute principal to that 
income beneficiary. The argument was 
that the income interest became incapable 
of valuation if, at any time, the trustee 
could distribute principal. This problem 
was dealt with in the 1954 Code, wherein it 
is provided: 


“Where there has been a transfer to any 
person of a present interest in property, the 
possibility that such interest may be dimin- 
ished by the exercise of a power shall be 
disregarded . . . if no part of such interest 
will at any time pass to any other person.”” 


A problem remains present because of 
the use of the phrase “if no part of such 
interest will at any time pass to any other 
person.” If the trustee can distribute princi- 
pal to beneficiary A, it would appear that 
the net effect would be to enlarge beneficiary 
A’s percentage of the income interest and, 
consequently, the interest given B would 
be diminished by reason of a part of such 
interest’s passing to A, To keep the ex- 
clusion available in a trust where there 
are to be discretionary distributions of 
principal, it is essential that the income 
interest given each beneficiary be tied in 
with a particular share of the principal. 
It is best that such shares be kept separate 
and apart so that a discretionary payment 
to one beneficiary will have no effect what- 
soever upon the income interest of another 
beneficiary.” 

It should be remembered that an income 
interest ™ can be qualified for the gift tax 
exclusion, even though the beneficiary is a 
minor, without resorting to the use of a 
Section 2503(c) trust. A trust can be created 
for a young child, with all of the income 


2% See Regs. Sec. 25.2503-3. 
7 Regs. Sec. 25.2503-4(c). 
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currently distributable; such income in- 
terest will qualify for the exclusion if there 
is no power to withhold income. The im- 
portant point is that there be an immediate 
right to the use, possession and enjoyment 
of such income interest.” 


Let us assume that a ten-year trust is 
created and, under the terms of the agree- 
ment, all of the net income is payable to a 
designated beneficiary, Is there any ques- 
tion concerning the availability of the $3,000 
exclusion? Unfortunately, there may well 
be, depending upon the nature of the assets 
transferred to the trust and the administra- 
tive powers given the trustee. Although 
one does not normally put unproductive 
property in a trust of this type, there is an 
indication in certain of the cases that the 
exclusion may be lost if unproductive, rather 
than income-producing, property is used.” 
In addition, certain administrative powers, 
such as a power to set aside depreciation 
reserves out of income or to withhold in- 
come and use it for expenditures that are 
normally considered capital expenditures, 
may turn an income interest into a future, 
rather than a present, interest.” Such pro- 
visions should not eliminate the availability 
of the gift tax exclusion entirely, but might 
well cut down the value of the income interest 
and the portion available for the exclusion. 


Income Tax Pitfalls 


There are, admittedly, certain income tax 
advantages to a short-term or ten-year 
trust if it is properly worked out. As a 
matter of fact, it is relatively easy to demon- 
strate mathematically that such a trust may 
save a significant amount of income tax. 
My basic objection to a trust of this type 
is that it is not a very satisfactory vehicle 
to carry out the settlor’s long-range estate 
planning objectives nor does it co-ordinate 
very well with a comprehensive estate ar- 
rangement. Such a trust is really not very 
useful for a person with a substantial estate, 
for such a person should consider irrevo- 
cable transfers with no retained interest; 
similarly, a person whose estate is too small 


% Fondren v. Commissioner, 45-1 ustrc { 10,164, 
324 U.S. 18, 65 S. Ct. 499. 

» Heringer v. Commissioner, 56-2 ustc { 11,622, 
235 F. 2d 149 (CA-9); Floyd H, Newmaker, 
CCH Dec. 19,499(M), 12 TCM 232 (1953); Minnie 
E. Deal, CCH Dec. 22,822, 29 TC 730 (1958). 

%* See Regs. Sec. 20.2503-3(c), Example (5); 
Commissioner v. Brandegee, 41-2 ustc { 10,105, 
123 F. 2d 58 (CA-1). 

™ Reg. Sec. 1.677(b)-1(d): ‘‘The exception 
provided in section 677(b) relates solely to the 
satisfaction of the grantor’s legal obligation to 
support or maintain a beneficiary. Conse- 
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to permit a gift of income-producing prop- 
erty for a ten-year period should not create 
such a trust. Whether or not it is an ap- 
propriate type of trust for a person with a 
medium-sized estate depends largely on the 
nature of his assets. It may be that the 
only asset he can afford to part with for a 
ten-year period is encumbered real estate. 
This would appear to be a good point at 
which to begin a consideration of the in- 
come tax pitfalls incident to the establish- 
ment and administration of short-term trusts. 


Income for Benefit of Settlor 


A person may have the impression that he 
can transfer a parcel of income-producing 
real estate to a trust for ten years and have 
a portion of the income used to make pay- 
ments on the mortgage and the balance of 
the income used to support and educate 
his children. We have noted the obligation 
of the support problem in connection with 
Section 2503(c) minor’s trusts, and it should 
be remembered that this child-to-parent 
income attribution problem applies to all 
types of trusts. 


The matter of the use of income to make 
payments on a mortgage indebtedness has two 
aspects: First, there is the question as to 
whether or not the settlor is personally liable 
on the mortgage. If so, then income which is 
or may be used to pay interest or principal or 
suck a mortgage indebtedness would be income 
to the settlor. The mere power to apply income 
in discharge of a legal obligation of the 
settlor may make him substantial owner of 
such income.” Second, even if the settlor is 
not personally liable on the mortgage, but 
the trust income is or may be applied in 
reduction of the outstanding indebtedness, 
such income would be attributed to the 
settlor if, upon termination, the real estate 
is to revert to him. In drafting a trust 
agreement for or establishing a short-term 
trust, the first two questions to be asked 
are: (1) Is any income to be applied in 
satisfaction of a legal obligation to the 
settlor or,.may any income be so applied in 
the discretion of a nonadverse party? (2) Is 
or may any income in the discretion of a 


quently, the general rule of section 677(a) is 
applicable when in the discretion of the grantor 
or nonadverse parties income of a trust may be 
applied in discharge of a grantor’s obligations 
other than his obligation of support or mainte- 
nance falling within section 677(b). Thus, if 
the grantor creates a trust the income of which 
may in the discretion of a nonadverse party be 
applied in the payment of the grantor’s debts, 
such as the payment of his rent or other house- 
hold expenses, he is treated as an owner of the 
trust regardless of whether the income is ac- 
tually so applied.”’ 
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nonadverse party be accumulated for eventual 
return to the settlor? 


Nominal Settlor Problem 


There is a third question that I believe 
should always be asked when a short-term 
trust is created which, in some cases, will 
disclose a very serious problem. One should 
ask: “Who, in fact, is the settlor of the trust?” 
In the State Street Trust Company case™ the 
trust instruments under consideration were 
signed by the children of the decedent. 
The only interest possessed by the decedent 
was that of cotrustee and yet the court 
concluded that each of the trusts was in- 
cludable in the settlor’s gross estate as a 
transfer with a retained interest. There seemed 
to be no question whatsoever concerning the 
fact that the decedent was the settlor of the 
trusts even though the agreements referred to 
the children as the settlors. At times children 
become concerned with the potential estate 
tax impact upon the estate of an elderly 
parent. One suggestion that I have heard 
made more than once is to have the parent 
transfer assets to the children and then 
have the children create a short-term trust 
for the benefit of the parent. This would 
be done with the expectation that such an 
arrangement would reduce the size of the 
parent’s gross estate for federal estate tax 
purposes and yet permit the parent to re- 
ceive all the income from the assets, Al- 
though the trust would appear on its face to 
have been created by the children, I suspect 
that the expected advantage will not be 
realized, that the Internal Revenue Service 
will take the position that the parent is, in 
fact, the settlor and that the assets are 
includable in his gross estate as a transfer 
subject to a retained life estate. 


We often see cases where a short-term 
trust is tied in with the acquisition of life 
insurance. If, for example, a wife has some 
income-producing property in her own name, 
she may transfer that property to a ten-year 
trust; have the income used to purchase an 
insurance policy on the life of her husband; 
and at the end of the ten-year period have 
the policy distributed to the children or 
held in trust for them and the income- 
producing property returned to her. From 
an income tax standpoint the policy is 
actually purchased at a low cost, and there 
is little or no danger of the policy’s being 
included in the husband’s estate. If, how- 
ever, securities and insurance policies are 
transferred from the husband to his wife 

™ State Street Trust Company et al., Ex- 
ecutors (Will of Milton L. Cushing) v. U. 8., 
59-1 ustc { 11,849, 263 F. 2d 635 (CA-1). 
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and she then creates the trust, may not the 
husband rather than the wife be treated as 
the settlor of the trust? The mere fact 
that the wife’s name is on the agreement 
as settlor is no guarantee whatsoever that 
she will be treated as the settlor for income, 
gift or estate tax purposes. It would be 
difficult to find a more serious pitfall than 
this in the entire field of the taxation of 
estates and trusts. 


Is Term Long Enough? 


Although a trust may appear to be a ten- 
year trust from the trust agreement, care- 
less funding of a trust may result in its 
actually being a trust with a shorter term. 
Assume that a trust agreement is prepared 
and under the terms of the trust income is 
to be paid to X for a ten-year period. The 
settlor is uncertain about the selection of 
the assets to be placed in the trust and, 
consequently, there is a delay of a few days 
between the execution of the trust agree- 
ment by the settlor and the selection and 
delivery of the assets to the trustee. If the 
assets have not been selected until after the 
ten years have started to run, the duration 
of the trust may be under the required term 
and the entire trust income taxed to the 
creator of the trust for the entire period. It 
seems desirable to allow at least an extra 
month and, in many cases, an extra six 
months to avoid the possibility of an error 
or some delay preventing the trust from 
actually having been created early enough 
so that it will run for a full ten years. 


Not only should one make sure that the 
trust will run for its full term, but it is 
important to consider the date of termina- 
tion. If some of the income is to be accumu- 
lated so that there will be an accumulation 
distribution at the end of the trust, one 
should be aware of the fact that some in- 
come will be includable in the income tax 
return of the distributees, at least to the 
extent of the final year’s income. For ex- 
ample, if the trust terminated on December 
31, an entire year’s income would be in- 
cludable in the return of the distributee for 
that year if he is on a calendar-year basis, 
but if the trust terminated on January 15, 
the trust itself could pay the income tax on 
the last full year’s income, and the dis- 
tributee would be taxable only on the in- 
come received during the first 15 days of 
the year in which the trust terminates. The 
emphasis is often exclusively on saving in- 
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come taxes for the settlor and insufficient 
consideration is given to the effect of in- 
come distributions on the distributee. 


I have the impression that some people 
set up short-term trusts with the thought 
in mind that they can add additional assets 
and perhaps save additional income taxes if 
the trust seems to be working out well. It 
should, however, be realized that although 
the basic trust agreement may refer to a 
ten-year period, the delivery of a particular 
asset to the trustee during the term of a 
trust will have the effect of creating a new 
trust with regard to the income from that 
particular asset.” For example, assume that 
A sets up a trust for his son, B, and the 
trust is to last for ten years. The trust is 
going well and, after two years pass, A 
finds that he is saving a good deal of income 
tax. To obtain even greater income tax 
benefits he adds additional income-producing 
assets to the trust. Inasmuch as two years 
have gone by, the term of the trust with 
respect to the added assets would be only 
eight years rather than ten and, conse- 
quently, he would have retained a reversion 
in the added assets which is to take effect 
at the end of the eight-year period. He re- 
mains substantial owner, for income tax pur- 
poses, of the assets which he has added to 
the trust. 


One of the worst possible mistakes with 
respect to a trust of this type is to permit 
the settlor to add assets after a portion of 
the term has expired. If you have a situa- 
tion where it appears that the settlor may 
wish to add to such a trust, perhaps it 
would be well to have the trust instrument 
drafted in such a way that he will be per- 
mitted to extend the term of the trust. It 
might even be desirable to provide specif- 
ically that the trust is to last for ten years 
beyond the date of the last addition to the 
trust by the settlor. It is preferable, how- 
ever, for the settlor to consult his attorney 
before any addition to a trust of this type 
is made rather than to have an automatic 
extension built into the agreement itself. 
The agreement should authorize the exten- 
sion of the trust’s term, but no addition or 
extension of the term should be made by 
the settlor until after consideration has 
been given both to the income tax conse- 
quences and the gift tax consequences. 


There is another related problem which is 
easy to overlook—the possible application 
of the throwback rule. The throwback rule 

% Regs. Sec. 1.673(d)-1. 

* Rev. Rul. 57-363, 1957-2 CB 326. 


% Regs. Sec. 1.665-1. 
3° Regs. Sec. 1.665(b)-2. 


Federal Tax Conference 


The per capita tax cost in 1958 
was about $568, against an 
expenditure of some $669 per person. 


does not apply to income accumulating for 
future distribution to the settlor inasmuch 
as he simply remains the substantial owner 
of such income during the term of the trust.* 
If, however, a trust provides that income is 
to be accumulated in the discretion of the 
trustee during the life of X and, upon X’s 
death, any accumulations are to be dis- 
tributed to Y and the corpus is to revert 
to the settlor, the throwback rule would 
apply if the accumulation distribution ex- 
ceeded $2,000 and the time between the last 
addition to the trust and the date of ter- 
mination were less than nine years.” Assume 
that X dies eight years after the trust is 
created and that during that time all of 
the income has been accumulated. If the 
accumulations are distributed to Y and such 
accumulations exceed $2,000, the income for 
the preceding five years becomes subject to 
the throwback rule. To avoid this problem 
it might be well to include a provision to 
the effect that the trust will last a minimum 
of ten years and provide for alternate in- 
come beneficiaries. If, then, the settlor sets 
up a trust with discretionary payments of 
income for his mother during her lifetime, 
but the agreement goes on to provide that 
in the event of her death the trust would 
continue for a period of ten years from its 
inception for the benefit of the children, the 
trust could easily be handled in such a way 
that the throwback rule would not apply. 
Accumulations may be distributed to a 
beneficiary upon termination of a trust 
without the application of the throwback 
rule if the trust lasts a full ten years, since 
the rule does not apply unless termination 
occurs less than nine years after the last 
transfer to the trust.” 


Selection of Assets 


I mentioned previously the fact that many 
people do not have the proper assets to 
place in a short-term trust, and I wish to 
emphasize the point that great care must 
be exercised in selecting appropriate assets. 
Not only should one not use an asset which 
is subject to a mortgage upon which the 
settlor of the trust is personally liable; one 
should be extremely cautious if a leasehold 
interest is to be used.™ The Code and regula- 

5t See Regs. Secs. 1.102-1(e) and 1.671-1; U. 8. 


v. Shafto, 57-1 ustrc { 9859, 246 F. 2d 338 (CA-4); 
Rev. Rul. 58-337; I. R. B. 1958-28, 13. 
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tions were drafted in such a way that it is 
clear that the ten-year trust provisions do not 
apply to anticipatory assignments of income. 
If the settlor has sufficient marketable 
stocks, perhaps some of these could be used 
to fund a short-term trust, but the question 
may arise as to how to handle the capital 
gains and losses. I suggest that if market- 
able stocks are to be used, such stocks be 
carefully selected so that a suitable invest- 
ment portfolio may be worked out before 
the trust is established. This would cut 
down the amount of trading in the trust 
and minimize the capital gains problem. 
If the settlor happens to own a large block 
of stock of a single corporation, such stock 
might well be an ideal asset for a trust of 
this type but the trustee should be specif- 
ically authorized to retain such stock with- 
out regard to the usual rules of diversification. 
If the stock to be selected is stock of a 
family corporation and the investment in 
such stock is significant from the standpoint 
of voting control, the settlor must not retain 
any control over the stock in a nonfiduciary 
capacity.” If possible, the asset selected 
should be one which may be retained during 
the entire term of the trust and one which 
is likely to produce the requisite income. 
Ordinarily, one would not use unproductive 
real estate or stock of a family corporation 
that did not pay dividends for a trust of 
this type inasmuch as the sole advantage of 
such a trust is the income tax saving. 


To summarize with respect to the income 
tax aspect of the short-term trust, it should 
be made sure that no income is used to 
satisfy a legal obligation of the settlor; that 
no income is accumulated for the settlor 
except, perhaps, capital gains; that the term 
of the trust is at least ten years; that the 
throwback rule is avoided, if feasible; and 
that proper assets are selected to fund the 
trust. 


Let us now turn to other types of trusts 
which are much more satisfactory from an 
estate planning standpoint than the Section 
2503(c) minor’s trust, the short-term trust, 
the inter vivos marital deductions trust 
and the inter vivos spray trust. 


*8 1954 Code Sec. 674(4). 

*® An irrevocable inter vivos trust may qualify 
for the gift tax marital deduction by complying 
with the five conditions set forth in the Gift 
Tax Regulations. These conditions—-in -Regs-~ 
Sec. 25.2523(e)-1(a) are: 

“(1) The donee spouse must be entitled for 
life to all of the income from the entire in- 
terest or a specific portion of the entire in- 
terest, or to a specific portion of all the income 
from the entire interest. 

““(2) The income payable to the donee spouse 
must be payable annually or at more frequent 
intervals. 
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Inter Vivos 
Marital Deduction Trusts 


Unless a man who accumulates wealth 
has competent tax advice, he may tend 
to make one of two mistakes. He may 
put all his securities in joint tenancy with 
his wife without a realization of either 
the adverse gift tax or estate tax conse- 
quences or he may simply accumulate 
everything in his own name, In almost 
every case where all of the assets are in 
the husband’s name alone, inter vivos gifts 
from the husband to the wife are desirable 
from the estate planning standpoint. An 
inter vivos marital trust is an excellent 
vehicle to use as a basis for inter vivos 
transfers from a husband for the benefit of 
his wife.” Not only may such a trust be 
used to equalize the two gross estates, but such 
a trust may also serve as an integral basis 
for the family estate plan. The gift tax 
cost is low because of the availability of 
the gift tax marital deduction and such 
assets as are transferred in this manner 
are easily eliminated from the husband’s 
gross estate for federal estate tax purposes. 
There is, of course, no income tax benefit, 
and in computing the mathematical advan- 
tages of an inter vivos marital deduction 
trust, one must keep in mind that to the 
extent that gift tax is paid there is a present 
loss of income. If, for example, $50,000 is 
expended in gift tax, the husband and his 
family will lose the income from that 
amount. Life expectancies and this income 
factor are important as well as the relative 
sizes of the husband’s and wife’s estates, 
the applicable estate and gift tax brackets, 
the available exemptions and exclusions and 
the marital deduction. But in many situa- 
tions computations will indicate a very defi- 
nite over-all advantage to the use of an 
inter vivos marital deduction trust. 


An inter vivos trust for the benefit of the 
wife may be made extremely flexible and 
qualified for the marital deduction either 
by a power given the wife to withdraw 
assets from the trust or a power to ap- 
point by will.” In many cases a power 
to withdraw assets is preferable because 


(3) The donee spouse must have the power 
to appoint the entire interest or the specific 
portion to either herself or her estate. 

**(4) The power in the donee spouse must be 
exercisable by her alone and (whether exer- 
cisable by will or during life) must be exer- 
cisable in all events. 

‘*(5) The entire interest or the specific portion 
must not be subject to a power in any other 
person to appoint any part to any person other 
than the donee spouse.’’ 

# Regs. Sec. 25.2523(e)-1(g). 
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such a power would permit the wife to 
make gifts to the children as they become 
old enough to start building their own 
independent estates. Not only is such a 
trust an excellent vehicle for transfers to 
the wife but it may also prove to be a 
satisfactory basis for further inter vivos 
transfers from the wife to the children, and 
to the extent the power of appointment 
given the wife is unexercised, the trust may 
continue according to its terms for the 
benefit of the children. 


The husband’s will can be co-ordinated 
with an inter vivos marital trust. Instead 
of creating a new estate tax marital deduc- 
tion trust, the same trust can be used to 
obtain the maximum marital deduction at 
the time of the husband’s death by using 
pour-over provisions in his will. His will 
may provide that additional assets will be 
added to the imter vivos trust and, if he 
so desires, he may use a pecuniary formula 
or fractional share of the residue formula 
in his will. Instead of the standard kind 
of will which creates two testamentary 
trusts—a marital deduction trust and a 
residuary trust—the will could provide for 
a pour-over into the inter vivos marital trust 
of assets necessary to obtain the maximum 
deduction and for the establishment of a 
second residuary trust. Of course, if a 
second trust is established for the benefit 
of the wife and children during the hus- 
band’s lifetime, the will could have a pour- 
over of the amount necessary to obtain 
the maximum deduction into the inter vivos 
marital trust and a pour-over of the re- 
siduary estate into the second trust. 


The most serious pitfall with respect 
to a marital deduction trust has to do with 
the power of appointment, The spouse 
must have the power to appoint the entire 
trust or a specific portion to either herself 
or her estate. There have been four recent 
Tax Court cases dealing with attempts to 
qualify a trust for the estate tax marital 
deduction by using a power to withdraw, 
and the problem dealt with in these cases 
also pertains to the qualification of an inter 
vivos trust for the gift tax marital deduction. 
In the Noble case,“ the Tax Court dealt with a 
testamentary trust which the taxpayer claimed 
qualified for the estate tax marital deduction. 
The net income of the trust was payable to the 
widow for life with remainder to the three 
children in equal shares. The will provided 
that the trustee should pay over to the 


widow as much of the corpus as she should 
direct, if at any time she deemed it “neces- 
sary or expedient in her discretion to use 
any of the corpus for her mainte- 
nance, support and comfort.” The Commis- 
sioner denied a marital deduction for the 
widow’s life estate on the ground that 
she did not possess a power to appoint the 
corpus free of the trust because she did 
not possess “an unlimited power to invade 
corpus.” The use of the words “mainte- 
nance, support and comfort” indicated a 
standard capable of measurement, and the 
Tax Court held that the power to invade 
corpus was a limited one and that the 
marital deduction was not available. The 
Tax Court has reached similar results in 
the Comer case,” the May case® and the 
Semmes case.“ The following provision of 
the gift tax regulations is supported by these 
four cases and should be cirefully con- 
sidered if an inter vivos marital deduction 
trust is to be qualified through the use 
of a power exercisable by the wife during 
her lifetime: 

“Thus, if a power of invasion is exer- 
cisable only for the spouse’s support, or 
only for her limited use, the power is not 
exercisable in all events. In order for a 
power of invasion to be exercisable in all 
events, the donee spouse must have the 
unrestricted power exercisable at any time 
during her life to use all or any part of 
the property subject to the power, and to 
dispose of it in any manner, including the 
power to dispose of it by gift (whether or 
not she has power to dispose of it by will).” * 


There should be no restriction imposed 
upon the power given the wife, and it 
should be made clear that the spouse has 
the unrestricted power to dispose of any 
portion of the principal of the trust by 
gift during her lifetime if the trust is to be 
qualified for the gift tax marital deduction by 
an inter vivos power exercisable by the wife. 


Although most inter vivos marital de- 
duction trusts are set up so that the entire 
trust qualifies for the marital deduction, 
it is possible to qualify a portion of a trust 
for the deduction. If only a portion of a 
trust is to be so qualified, consideration 
should be given to the effect of the Cum- 
mings case,” decided early this year by the 
Tax Court. The court there dealt with an 
inter vivos trust. Although the question was 
not whether or not the trust qualified for the 
gift tax marital deduction, the conclusion 


“ Estate of E. W. Noble et al., CCH Dec. 


23,425, 31 TC —, No. 86 (1959). 

“ Estate of Elwood Comer, CCH Dec, 23,506, 
31 TC —, No. 123 (1959). 

* Estate of Ralph G. May, CCH Dec, 23,608, 
32 TC —, No. 38 (1959). 
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“ Estate of Thomas J. Semmes, CCH Dec. 
23,759, 32 TC —, No. 119 (1959). 

* Reg. Sec. 25.2523(e)-1(g)(3). 

“ Hstate of Willard H. Cummings et at., CCH 
Dec, 23,450, 31 TC —, No. 97 (1959). 
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of the court with respect to the failure of 
the trust to qualify for the estate tax mari- 
tal deduction is in point. There the widow 
had the right to the entire net income from 
the trust and the right to withdraw $5,000 
each year. It was contended that a spe- 
cific portion of the trust should be con- 
sidered ineligible for the marital deduction, 
on the theory that the spouse had a power 
to appoint a specific portion in favor of 
herself during her lifetime. The court 
reasoned, however, that, although the widow 
may have had a power of appointment with 
regard to $5,000 of the trust corpus, this 
$5,000 was not a specific portion within 
the meaning of the statute from which she 
was entitled to all the income and, therefore, 
that she had no power to appoint such spe- 
cific portion. Although the reasoning of 
the court is subject to question, neverthe- 
less great care should be exercised if only 
a specific portion of an inter vivos trust 
is to be qualified for the marital deduction. 
Under the gift tax regulations: 


“A partial interest in property is not 
treated as a specific portion of the entire 
interest unless the rights of the donee spouse 
in income and as to the power constitute 
a fractional or percentile share of a property 
interest so that such interest or share in 
the donee spouse reflects its proportionate 
share of the increment or decline in the 
whole of the property interest to which 
the income rights and the power relate. 

if she has a power to appoint only 
a specific sum out of a larger fund, the 
interest is not a deductible interest.” “ 


The proper way to qualify a portion of 
an inter vivos trust for the marital deduction 
is to give the widow a fractional interest 
in the income and a power extending over 
a similar fractional interest of the prin- 


cipal. In any such trust the widow must 
have the entire net income from either 
the entire interest or the specific portion 
and a power exercisable either during her 
lifetime or by will over the entire interest 
or over such specific portion. There actually 
is little point in qualifying only a frac- 
tional interest in an inter vivos trust for 
the marital deduction. If only one half 
of an inter vivos trust is qualified for the 
deduction, the available deduction would 
only be one half of that half, or one quarter 
of the value of the trust. The gift tax 
marital deduction is only available for one 
half of the value of each qualifying property 
interest transferred by the donor to his 
spouse; in this respect the gift tax marital 
deduction is different from the estate tax 
marital deduction; the estate tax marital 


* Regs. Sec. 25.2523(e)-1(c). 
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deduction is available for the aggregate 
of the qualifying interests limited by 50 
per cent of the adjusted gross estate. 


Inter Vivos Spray Trust 


Perhaps the most useful type of irrevo- 
cable inter vivos trust is the spray trust 
with no retained interest. I mentioned 
previously that if a person wishes to pro- 
vide a source of income for his mother 
rather than to set up a short-term trust 
solely for her benefit, it might be preferable 
to create a longer-term trust that could 
serve as an integral part of his estate 
arrangement. The agreement could provide 
for fixed payments of income to the mother 
during her lifetime and for discretionary 
payments of the balance of the income. 
Such excess could be paid to the wife, 
expended for the benefit of the children, 
or accumulated and reinvested. The trust 
could continue until the death of the sur- 
vivor of the settlor’s wife and his mother 
and eventually be distributed to the children. 
Such a trust has a very definite estate 
tax advantage as well as an income tax 
advantage. The income paid to the mother 
would be shifted to the mother, the income 
expended -for the benefit of the children 
would be taxed to the children, provided 
that the support problem is properly handled 
both in the instrument itself and in the 
actual administration of the trust, and in- 
come accumulated for reinvestment would 
be taxed to the trust as a separate entity. 
Any income paid to the wife would, of 
course, be included in her joint income tax 
return with the settlor and, so far as income 
paid to her is concerned, there would be no 
significant income tax benefit while the 
settlor was living. One minor point might 
be mentioned in passing, however, and that 
is that if fixed payments are made to the 
mother and discretionary payments are made 
to the wife, any deductible expenses of the 
trust would first reduce the amount of income 
taxable to the wife. If, for example, a trust 
instrument provides that the trustee’s an- 
nual fee of $600 is to be charged to trust 
corpus and the mother is to receive fixed 
payments of $200 each month, or $2,400 a 
year, then if the income of the trust is 
$3,000, a discretionary payment of $600 
of income could be made to the wife, which 
would be free of income tax. In drafting 
an irrevocable inter vivos trust it may prove 
to be worthwhile to have mandatory pay- 
ments of income made to persons in low 
tax brackets and discretionary payments 
made to persons in high brackets. Deduct- 
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ible expenses reduce the distributable net 
income and, in determining how much dis- 
tributable net income is to be allocated 
to each beneficiary, allocation is first made 
to beneficiaries to whom payments of in- 
come are required by the terms of the 
instrument before any such income is allo- 
cated to the beneficiary receiving discre- 
tionary payments.* 

There are a number of serious pitfalls 
with respect to irrevocable spray trusts. 
Perhaps the most serious problems are 
those which may arise from (1) a failure 
to appreciate the reach of Section 674(a), 
the section dealing with powers over bene- 
ficial enjoyment, (2) the improper choice 
of initial trustees or successor trustees, (3) 
retention of a power to replace trustees, 
(4) the possible extension of the State 
Street Trust Company doctrine into the trust 
income tax field, (5) a failure to integrate 
such a trust with the over-all estate arrange- 
ment and (6) a failure to anticipate poten- 
tial changes in the income tax law. 


Reach of Section 674(a) 


The general rule of Section 674(a) is 
one which deserves the most careful con- 
sideration. The rule is stated as follows: 


“The grantor shall be treated as the owner 
of any portion of a trust in respect of 


which the beneficial enjoyment of the corpus 
or the income therefrom is subject to a 
power of disposition, exercisable by the 
grantor or a nonadverse party, or both, 
without the approval or consent of any 
adverse party.” ® 


If there were no exceptions to this gen- 
eral rule, any discretionary power exer- 
cisable without the approval or consent of 
any adverse party to change beneficial in- 
terests would result in the grantor’s re- 
maining the substantial owner of the trust 
assets for income tax purposes. There are 
a number of exceptions to the general rule, 
but I shall mention three examples not 
covered by the exceptions to show how 
the rule may apply im unexpected situa- 
tions—the first to illustrate the effect of a 
power to change beneficial interests given 
to a person who has no other interest in 
the trust, the second to illustrate the effect 
of using a related and subordinate party 
as trustee and the third to illustrate the 
effect of a power to enlarge the class of 
beneficiaries even if held by an independent 
trustee. 

First, assume that S transfers property 
to T, an independent trustee, under an 
agreement which provides that T is to 


* See Regs. Secs. 1.662(a)-1—1.662(a)-3. 
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pay income in equal shares to S’s nephew 
and a niece, A and B, for their respective 
lifetimes and all to the survivor and, at 
the death of the survivor of A and B, 
distribute the corpus to the children of A 
and the children of B, per capita. It is 
also provided that S’s wife, W, who has 
no other interest in the trust, shall have 
the power to direct that shares of income 
or all of the income may be paid to any 
other nephew or niece or to a spouse of a 
nephew or niece and to direct that the corpus 
on termination be paid to A, B or any other 
nephew or niece or to a spouse of a nephew 
or niece. S would be the substantial owner 
of both the income and the corpus. From 
an income tax standpoint, the trust would 
lose its significance -entirely as a separate 
entity. A power to add beneficiaries to 
whom income is to be paid or corpus dis- 
tributed possessed by an individual who 
has no other interest in the trust may have 
the effect of destroying the trust from 
an income tax standpoint. This is not true 
as far as gift tax is concerned, and the 
entire trust may well have been subject 
to gift tax even though it is ineffective 
income taxwise. 


Second, assume that S creates an irrevo- 
cable trust with income payable to A for 
life and remainder to B. He designates 
his wife, W, as trustee and gives her the 
power, as trustee, to accelerate distribu- 
tion of the trust to B at any time. S is 
treated as substantial owner. The wife is 
considered as a related and subordinate 
party and such a power possessed by a re- 
lated and subordinate party is not an 
excepted power. 


Third, assume that S creates an irrevo- 
cable trust. T, an independent trustee, 
is given a discretionary power to expend 
portions of or all of the entire net income 
for the benefit of any one or more of 
S’s three unmarried daughters or to ac- 
cumulate it and add it to trust corpus. 
T, as such trustee, is given a discretionary 
power to enlarge the group of income bene- 
ficiaries to include a daughter’s husband 
if a daughter marries. The trust is to termi- 
nate upon the death of the surviving daughter 
and the corpus to be distributed to the 
daughter’s children, if any, per capita, and, 
if none, to S’s nephews and nieces, subject 
to a power in T to include the surviving 
husbands of the daughters in the class of 
distributees. In effect, the trustee has a 
power to add additional beneficiaries to the 
trust and—as a result—S, the grantor, 
may become substantial owner of the trust 


@ 1954 Code Sec. 674(a). 








if a daughter marries. The statute states 
that the exceptions do not apply if any 
person has a power to add to the bene- 
ficiary or beneficiaries or to the class of 
beneficiaries designated to receive the income 
or corpus except where such action is to pro- 
vide for afterborn or afteradopted children.” 


Countless examples could be mentioned 
illustrating situations in which the general 
rule continues to apply. A power over the 
beneficial enjoyment of the corpus or the 
income may result in the grantor’s being 
treated as substantial owner, and this may 
be the case whether the power is possessed 
by the grantor, by a related or subordinate 
trustee, by a beneficiary, by an independent 
trustee or by a person who has no other 
interest in the trust. If, however, the exer- 
cise of such a power is subject to the ap- 
proval or consent of an adverse party, the 
existence of the power does not result in the 
grantor’s being treated as substantial owner, 
and it should be noted that the interest of 
the holder of a power may be adverse as to 
corpus and not as to ordinary income or 
vice versa." For example, if the income of 
an inter vivos trust is payable to W for life 
and the principal is distributable at W’s 
death among the members of a class con- 
sisting of W’s issue and W’s nephews and 
nieces, as she shall appoint by deed deliv- 
ered to the trustee during her lifetime, W’s 
interest is adverse as to ordinary income 
but not as to corpus. On the other hand, if 
the income is payable to W for life and upon 
her death as she shall appoint under a 
general power of appointment, she would 
be considered to possess both an adverse 
interest in the corpus and ordinary income. 
As income beneficiary she has an adverse 
interest in the income, and the holder of a 
general power of appointment is considered 
to have an adverse interest in the portion of 
the trust subject to the power. 


There are a number of exceptions to the 
general rule that the income of a trust is 
taxable to the grantor if the grantor or a 
nonadverse party has a power of disposition 
over the income or corpus exercisable with- 
out the approval or consent of any adverse 
party.” The broadest exceptions—ones which 
make an inter vivos spray trust feasible from 
an income tax standpoint—are set forth in 
Section 674(c) and (d). A power to dis- 
tribute corpus or income to a beneficiary or 
among a defined group or class of benefici- 
aries or to accumulate income exercisable by 


® See last sentence of Sec. 674(c) and of Sec. 
674(d). 

* Regs. Sec. 1.672(a)-1. 

® Section 674(b) states the execptions for cer- 
tain powers; Sec. 674(c), exceptions for certain 
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a trustee or trustees, none of whom is the 
grantor and at least half of whom are “inde- 
pendent” trustees, is an excepted power; 
and so is a power solely exercisable by a 
trustee or trustees, none of whom is the 
grantor or spouse living with the grantor, 
to distribute, apportion or accumulate in- 
come to or for a beneficiary or beneficiaries, 
if such power is limited by a reasonably 
definite external standard which is set forth 
in the trust instrument. These exceptions 
set forth in Section 674(c) and (d) fail to 
apply if the power is held by a person who is 
not a trustee of if any person has a power 
to add to the class of beneficiaries, except 
where such action is to provide for after- 
born or afteradopted children. 


Selection of Trustee 


It is important that provision be included 
in any irrevocable trust agreement for the 
appointment of independent successor trus- 
tees, and this is especially important in an 
inter vivos spray trust which is to qualify 
under Section 674(c). Assume that S cre- 
ates an inter vivos trust for his daughter and 
her children, appoints his son and a nephew 
as cotrustees, but the instrument fails to 
contain provision for successor trustees. 
The agreement authorizes the trustees to 
spray income among the members of the 
class consisting of the daughter and the 
daughter’s children and also authorizes the 
trustees to distribute corpus to any one or 
more members of that group. So long as 
the son and nephew are both acting, the 
grantor would not be treated as the sub- 
stantial owner, for, although the son is 
considered a related or subordinate party, 
the nephew is considered an independent 
trustee. If the nephew should die or resign 
so that the son becomes sole trustee, then 
the powers would all be possessed by the 
single trustee who is a related and subordi- 
nate party, and the grantor would become 
the substantial owner. 

If the trust is to qualify under the Section 
674(c) exception, it is essential to have suc- 
cessor trusteeship provisions formulated in 
such a way that at all times at least half of 
the trustees are independent. 


Effect of Power 
to Remove Trustees 


A power in the grantor to remove, sub- 
stitute or add trustees may prevent a trust 


powers of independent trustees; and Sec. 674 
(d), the exceptions for a power to allocate in- 
come if limited by a standard. 
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from qualifying under Section 674(c) or (d).™ 
If a grantor has an unrestricted power to 
remove an independent trustee and substi- 
tute any person including himself as trustee, 
the trust will not qualify under Section 674 
(c) or (d). If the grantor is to have any 
such power of removal and appointment, it 
is essential that the power be limited so that 
he will not be able to appoint himself as a 
trustee or make any other appointment 
which would result in less than 50 per cent 
of the trustees being independent. An irrev- 
ocable inter vivos spray trust should be 
drafted in such a manner that provision will 
be made for independent trustees initially 
and also provision will be made for the 
appointment of successor independent trus- 
tees. Personally, I would recommend that 
the grantor not have any power of removal 
and appointment even though the regulations 
do indicate that “a power in the grantor to 
remove or discharge an independent trustee 
on the condition that he substitute another 
independent trustee will not prevent a trust 
from qualifying under section 674(c).”™ 


There is a definite risk involved in per- 
mitting a grantor to remove independent 
trustees from time to time and appoint 
successor independent trustees. It might 
give him the authority to shop around until 
he found a trustee who would be willing to 
exercise its discretions in accordance with 
his wishes. Such a course of action would 
be dangerous and it is best simply to omit 
any such power of removal. 


State Street Trust Company 
Problem 


The State Street Trust Company problem 
is covered by Roland Smith’s paper (page 
1074), but I do wish to mention the rela- 
tionship between that case and Section 674 
briefly, for a new danger area is developing 
here which must be watched with great 


care. You will recall that, according to 
the court, the trustees could “exchange 
property for other property . . . retain and 


invest and reinvest in securities or proper- 
ties although of a kind or in an amount 
which ordinarily would not be considered 
suitable for a trust investment, including 

investments that yield a high rate of 
income or no income at all and wasting 
investments determine what shall be 
charged or credited to income and what to 
principal notwithstanding any determination 
by the courts and specifically, but without 


limitation, to make such determination in 
regard to stock and cash dividends, rights, 
and all other receipts in respect of the own- 
ership of stock and to decide whether or 
not to make deductions from income for 
depreciation, amortization or waste and in 
what amount All such acts and deci- 
sions made by the Trustees in good faith 
shall be liable only for their own 
wilful acts or defaults, but in no case for 
acts in error of judgment.” ® 


As a result of these powers, the court held 
the trust includable in the grantor’s gross 
estate because of a retained “right” to 
designate the persons who should possess or 
enjoy the property or the income thereof. 
In support of this conclusion the court rea- 
soned that through these management powers 
the trutees could confer or withhold very 
substantial benefits as between life tenants 
and remaindermen, that is, shift beneficial 
interests between the income beneficiaries 
and those who are eventually to receive the 
trust corpus. 


The general rule of Section 674(a) to the 
effect that the grantor shall be treated as 
the owner of any portion of a trust in re- 
spect of which the beneficial enjoyment of 
the corpus or the income therefrom is sub- 
ject to a power of disposition exercisable by 
a nonadverse party seems closely related 
to the language used by the court in the 
State Street Trust Company case. Will the 
courts eventually conclude that broad trus- 
tee powers over exchanges, investments, 
and income and principal allocations be such 
powers to change the beneficial enjoyment 
as may result in the grantor being treated 
as substantial owner? Section 674(b)(8) 
makes an exception for a power to allocate 
receipts and disbursements as between cor- 
pus and income even though expressed in 
broad language; this, ¢: rvaps, indicates a 
Congressional intent te kcep normal trus- 
tee administrative and management powers 
beyond the reach of the general rule of 
Section 674(a). Nevertheless, it might be 
well, in the light of the State Street Trust 
Company decision to avoid extremely broad 
language concerning exchanges, investments, 
and income and principal allocations, for 
any such power which is determined by a 
court to be a power to change beneficial 
interests might result in the grantor’s being 
treated as a substantial owner under Section 
674(a) unless exercisable only with the con- 
sent or approval of an adverse party, brought 
within the Section 674(b)(8) exception or 
within one of the other exceptions. 





53 Regs. Sec. 1.674(d)-2. 
5% Regs. Sec. 1.674(d)-2(a). 


Federal Tax Conference 


% State Street Trust Company et al., Bxecu- 
tors (Will of Milton L. Cushing) v. U. 8., 581 
ustc { 11,757, 160 F. Supp. 877, at p. 879. 
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Integration of Inter Vivos Spray 
Trust into Estate Plan 


An inter vivos spray trust is particularly 
useful in an estate arrangement when cor- 
related with other assets in which the set- 
tlor has an interest, such as a qualified 
pension or profit-sharing trust benefits, an 
employment contract and life insurance, as 
well as with assets passing under his will. 


Section 2039(b) exempts from estate tax 
the value of an annuity or other payment 
receivable by any beneficiary (other than 
the executor) under a qualified pension or 
profit-sharing plan, except such portion as 
is attributed to contributions by the dece- 
dent-employee.” It is important that the 
benefits under such a plan not be made pay- 
able to the employee’s estate unless the 
amount is very small because payment to 
the estate results in subjecting the entire 
proceeds to the federal estate tax. If, on the 
other hand, payment is made to the widow, 
the employer-financed portion is excluded 
from the gross estate but, unfortunately, 
the widow’s estate is increased in size. This 
ordinarily would not make very good sense 
from the standpoint of planning her estate, 
particularly if it is already fairly large. 
When dealing with large estates, it is gen- 
erally not considered desirable to increase 
the estate of the surviving widow to any 
greater extent then necessary to obtain the 
maximum tax benefit in the husband’s es- 
tate, that is, not transfer more assets from 
the husband’s estate to the wife’s estate 
upon the death of the husband than is neces- 
sary to obtain the maximum marital deduc- 
tion. Inasmuch as the employer-financed 
portion of any pension or profit-sharing 
benefit is not includable in the employee’s 
gross estate, such portion cannot be quali- 
fied for the marital deduction, and payment 
directly to the widow would increase the 
size of her estate without any commensu- 
rate benefit to the decedent’s estate. If, 
however, such payment is made to an irrev- 
ocable inter vivos trust which continues for 
the life of the widow, not only would the 
employer-financed portion be excluded from 
the decedent’s gross estate but also from 
the surviving widow’s gross estate as well. 


In certain circumstances it may also be 
desirable to have post-mortem payments 
under a deferred compensation contract or 
other employment contract payable to an 
inter vivos trust. If all post-morten install- 
ments on a deferred compensation contract 
or a bonus payment under an employment 
contract are paid directly to a surviving 


% See Regs. Sec. 20.2039-2. 
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widow who has other income, such install- 
ments or bonus payment may be taxed as 
ordinary income at an extremely high rate. 
Through the use of one or more inter vivos 
trusts it is possible to save a significant 
amount of tax. If such post-mortem pay- 
ments are paid to an irrevocable spray trust 
the trustee could divide the income in a way 
which would secure the maximum tax 
benefit, the portion remaining in principal 
being taxed to the trustee and the portions 
allocable to each beneficiary being taxed 
to them. 


Certain of the settlor’s life insurance pol- 
icies could be made payable to the trustee 
of the inter vivos trust as beneficiary if the 
settlor wished to have such proceeds in- 
vested along with other assets for the bene- 
fit of his family, but under no circumstances 
should the income of such a trust be used 
to pay premiums on policies of insurance on 
his life without the approval or consent of 
an adverse party, for such a use of income 
would result in the settlor’s being treated 
as owner. 


The will can also be co-ordinated with any 
irrevocable inter vivos trust to whatever 
extent seems desirable. If an inter vivos 
marital deduction trust has been created, a 
formula pour-over provision can be used 
for such amount of assets as is necessary 
to obtain the maximum estate tax marital 
deduction. If a single family spray trust 
has been created, the residue can be added 
into that trust. If the settlor has several 
grown children each with families of their 
own, an irrevocable inter vivos spray trust 
for each family group might be desirable, 
with additional assets being added by the 
grantor’s will as appropriate. 


Potential Changes 
in Income Tax Law 


In creating any irrevocable trust one 
should be aware of the fact that the law is 
constantly changing. It has been recom- 
mended by the Advisory Group on Sub- 
chapter J that trusts created by the same 
grantor be taxed as one trust where the 
primary beneficiaries of currently accumu- 
lated income or taxable income allocated to 
corpus are substantially the same; although 
it is not likely that this particular recom- 
mendation will be adopted, some change in 
the law in this area should be anticipated. 
The throwback rule was originally adopted 
to solve the so-called “multiple trust’’ prob- 
lem and may be extended in spite of the 


% See Final Report of the Advisory Group on 
Subchapter J of the 1958 Code, pp. 1-9. 
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fact that many people dealing with it in 
actual practice think it should be abolished, 
and there are certain to be other changes in 
the Internal Revenue Code affecting the 
taxation of trusts. There should be enough 
flexibility built into any irrevocable trust 
created today so that the trustee can admin- 
ister it to the maximum advantage of the 
beneficiaries even though the law changes. 
Accumulations should not be made manda- 
tory. It is better to give a trustee discre- 
tionary powers and also to set forth in the 
instrument reasonably definite external stand- 
ards which serve as a basis for the intelli- 
gent exercise of such powers in a manner 
that will best serve the beneficiaries. In 
addition to making powers discretionary, 
the agreement should provide for the release 
or cutting down of any power that might 
prove to be a dangerous power. For ex- 
ample, if the State Street Trust Company 
doctrine were ever extended into the trust 
income tax area so that extremely broad 


Tax Aspects 


powers over investments, exchanges or in- 
come and principal allocations would result 
in taxability of the trust income to the set- 
tlor, a provision in the agreement permitting 
the trustee to narrow the scope of the 
power and to define the extent to which it 
could be exercised might solve a very diffi- 
cult future problem. 


An irrevocable trust may last a long time, 
and a great deal of thought and planning 
should go into its creation and adminis- 
tration. Such a trust should be able to 
stand the tests of time and changing con- 
cepts affecting the taxability of trusts. If 
carefully worked out, such a trust can be 
extremely worthwhile in preserving the 
assets transferred to the trustee by the set- 
tlor, enhancing their value through intelli- 
gent management, and conferring intended 
benefits on the members of the settlor’s 
family in a manner that will best serve them 
at a minimum tax cost. [The End] 


of Doing Business Abroad 
By FRED W. PEEL 


The author is a member of 
the law firm of Alvord & Alvord, 
Washington, D. C. 


HE UNITED STATES follows two 

basic principles in exercising its jurisdic- 
tion to tax corporate income. (This analysis 
is limited to the tax aspects of doing busi- 
ness abroad in corporate form and is con- 
cerned only incidentally with the taxation 
of the foreign income of individuals.) The 
first is the principle of taxation on the basis 
of the citizenship of the recipient of the in- 
come.’ The second is taxation on the basis 
of the place of origin of the income. 


In the case of individuals, the United 
States also exercises jurisdiction to tax upon 
the basis of residence,’ which may be con- 
sidered a variation of the first principle. 

11954 Code Sec. 11(a). 

21954 Code Secs. 881(a) and 882(b). 

* Reg. Sec. 1.1-1(b). 

* 1954 Code Sec. 882(a). 
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Residence may be determinative of the 
method and extent to which income from 
United States sources is taxed to foreign 
corporations,‘ but taxing jurisdiction over 
such corporations is exercised upon the 
basis of the source of the income rather than 
the residence of the corporation. 


The citizenship of a corporation is deter- 
mined by its place of incorporation.’ This is 
in contrast with the test of central control 
and management within the country, which 
is used by Canada and the United Kingdom 
to determine jurisdiction to tax the world- 
wide income of corporations.° 


The central-control-and-management test 
is a residence test applied to corporations— 
a basis upon which the United States has 
not seen fit to assert jurisdiction to tax 
world-wide income. 

51954 Code Sec. 7701(a)(4) and (5). 

* DeBeers Consol. Mines Ltd. v. Howe (1906), 


5 Reports of Tax Cases (T. C.) 198 (House 
of Lords). 
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In one situation the United States taxes 
the income of foreign corporations indirectly 
upon the basis of citizenship or residence of 
their shareholders in the United States. 
These are foreign personal holding com- 
panies whose undistributed income is taxed 
to the shareholders." 


It is generally agreed among nations that 
the jurisdiction in which income arises has 
the primary right to tax it." The United 
States has tacitly accepted this principle by 
allowing citizens and domestic corporations 
a credit for foreign income taxes. The for- 
eign tax credit principle is embodied in the 
Internal Revenue Code® and has been reaf- 
firmed repeatedly by tax treaty. Technically, 
foreign tax credit is allowed for foreign in- 
come taxes paid or accrued, regardless of 
whether the foreign taxes are imposed on 
the basis of income originating in the coun- 
try, residence in the country or some con- 
flicting theory of citizenship, but in practice 
the credit is a device for accommodating the 
United States system for taxing foreign in- 
come to the tax claims of the countries 
where the income originates. 


The principles of taxation upon the basis 
of citizenship and taxation upon the basis of 
the source of the income are clearly incon- 
sistent. Taxation upon the basis of citizen- 
ship (or residence) is supported by the 
principle of equality of tax treatment for 
equal incomes.” Taxation upon the basis of 
source is supported by the principle that a 
country has the right to set the rate at 
which income from such country is to be 
taxed.“ The conflict between these two 
principles is at the heart of the policy deci- 
sion confronting Congress and the Adminis- 
tration at the present time in considering 
legislative and treaty proposals affecting the 
taxation of foreign income. In a broader 
arena, the same conflict has resolved itself 
into a contest between the capital-exporting 
countries (defending the right to tax upon 
the basis of citizenship or residence) and the 
capital-importing countries (defending the 
right to tax upon the basis of the source of 
income). 


Alternative Patterns 
for Conducting Business Abroad 


The choice among alternative patterns 
for conducting business abroad is deter- 


mined by a number of elements. There is 
no one universal tax plan for the receipt of 
foreign income. 


The prospective foreign investor’s tax kit 
comes knocked down. Putting it together 
is a do-it-yourself job. To carry the simile 
further, the business’ ultimate objectives are 
the blueprint; the factual circumstances in 
which the tax plan must be carried out are 
the working materials at hand; the elements 
of the domestic and foreign tax systems are 
the tools; and the tax pitfalls are the poten- 
tial dangers which threaten every do-it- 
yourself job. 


Objectives 

The objectives of tax planning for foreign 
operations are determined by the use or 
uses to be made of the profits from the for- 
eign operations. These profits may be used 
for one or more of the following purposes: 
(1) dividends to shareholders, (2) reinvest- 
ment in the foreign country where earned, 
(3) reinvestment in other foreign countries, 
(4) reinvestment in the United States, (5) 
offsetting of losses incurred in the United 
States or in other foreign countries or (6) 
repayment of obligations, domestic or for- 
eign, payable either in United States cur- 
rency or in foreign currency. 


The objectives must occasionally be modi- 
fied by circumstances, as where blocked for- 
eign currency may be put only to certain 
limited uses. 


The use to be made of income is the 
central consideration. It would be pointless, 
for example, to base a plan for foreign 
operations upon the tax deferral potentiali- 
ties through use of foreign subsidiaries if it 
were necessary to return the foreign earn- 
ings to the parent corporation each year in 
order to pay dividends to shareholders. 
Similarly, it would be pointless to accumu- 
late earnings in a foreign subsidiary with a 
potential United States tax on eventual divi- 
dend or liquidating distributions during 
years in which the domestic parent corpora- 
tion has losses which cannot otherwise be 
utilized. 


One possibility which is sometimes over- 
looked where foreign income is to be rein- 
vested in the United States is that a foreign 
subsidiary might use its earnings to partici- 
pate on a joint basis with the United States 





7 1954 Code Sec. 551(a). 

®See resolution adopted by the Economic 
and Social Council, United Nations, July 9, 
1953 (E/RESOLUTION (XVI)/13). 

* 1954 Code Sec. 901. 

*” See Stanley S. Surrey, Hearings on Private 
Foreign Investment, Subcommittee on Foreign 
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Trade Policy, Committee on Ways and Means 
(December, 1958), pp. 377-378. 

4 See ‘‘Double Taxation and Foreign Invest- 
ment,"’ resolution adopted at the Sixteenth 
Congress of the International Chamber of 
Commerce, at Naples, May, 1957. 
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parent corporation in domestic operations. 
While the foreign subsidiary will be subject 
to United States tax on United States source 
income resulting from such investment, 
United States income tax need not be paid 
on the income earned abroad and used as 
capital for the domestic investment by the 
foreign subsidiary. 


Context in Which Foreign Operations 
Are Conducted 


Having established the objective or objec- 
tives to be achieved by the chaice between 
alternative patterns of foreign operations, 
the choice must be made in the light of the 
factual circumstances. These form the con- 
text in which the tax planner must operate. 


Without attempting to detail all of the 
factual considerations which may be in- 
volved, here are a few which must almost 
invariably be considered: (1) type or types 
of income anticipated (rental, royalties, 
profit on sale of goods, etc.), (2) type or 
types of foreign business (retailing, whole- 
saling, services, etc.), (3) location of mar- 
kets, (4) laws and customs of the foreign 
country or countries in which operations 
will be conducted (taxes, limitations on for- 
eign ownership of local corporations, limita- 
tions on operations by foreign corporations, 
profit remittance rules, exchange restrictions, 
etc.), (5) nature of overhead costs (that is, 
are overhead expenses readily divisible among 
the various corporations which may be de- 
sired for tax purposes or would the tax 
advantages be diluted by a multiplication of 
overhead costs? and (6) source of funds for 
foreign operations. 


Principal Tax Factors 


Source-of-income rules.—The source-of- 
income rules under the United States tax 
system are used, on the one side, to deter- 
mine whether income is taxable as being 
from United States sources regardless of 
the citizenship of the entity receiving it ™ 
and, on the other side, to determine foreign 
source for purposes of application of the 
per-country limitation on the foreign tax 
credit.” 


Rents and royalties on property located in 
the United States or for the right to use 
property in the United States are considered 
to be from United States sources.™ 


The place of incorporation of the payor 
ordinarily determines the source of dividends 
but a dividend paid by a domestic corpora- 
tion may qualify as foreign-source income if 
less than 20 per cent of the payor’s gross 
income is from United States sources. If at 
least half of the gross income of a foreign 
corporation is from United States sources, a 
proportionate share of the dividends it pays 
are considered to be from United States 
sources.” This latter point is significant as 
the basis for extension of the taxing jurisdic- 
tion of the United States, through applica- 
tion of the source of income principle, to 
nonresident alien shareholders of foreign 
corporations who receive dividends paid out 
of earnings from United States sources.” 


Interest paid by United States govern- 
mental units is considered to be from United 
States sources; and so is interest paid by cor- 
porations, both domestic and resident for- 
eign, if at least 20 per cent of their income 
is from domestic sources. Interest paid by 
banks is, however, explicitly excepted from 
this rule.” 


Compensation for services has its source 
where the services are performed.” 


Income on the sale of real property is 
considered as being from the place where 
the real property is located.” 


Profit on goods produced in one country 
and sold in another is apportioned between 
the two countries.” If it is not possible to 
make this allocation on the basis of prices 
established by sales to independent cus- 
tomers and if the taxpayer does not obtain 
permission to base the allocation upon that 
used in its own books of account, the profit 
is split 50-50 between the country of produc- 
tion and the country of sale.™ 


The general rule with respect to income 
derived from natural resources, including 
farms, timber and mineral deposits, is that 
the income has its source where the natural 
resources are located. An allocation between 
United States and foreign sources may be 
made if a showing of peculiar conditions in 
production and sale is made to the satisfac- 
tion of the district director. Furthermore, 
the regulations were amended in 1958 to 
permit the Commissioner to make such 
other allocation as he thinks is proper if he 
determines that the foregoing rules with re- 
spect to natural resource income do not 
result in a proper allocation.” 





121954 Code Sec. 861(b). 

8 Reg. Sec. 1.863-6 and 1954 Code Sec. 904. 

™ 1954 Code Sec. 861(a) (4). 

18 1954 Code Sec. 861(a) (2). 

1% Ardbern Company, Ltd., CCH Dec. 11,072, 41 
BTA 910 (1940), modified and rem’d on other 
issues, 41-2 ustc { 9533, 120 F. 2d 424, 


Federal Tax Conference 


17 1954 Code Sec. 861(a)(1). 

181954 Code Secs. 861(a)(3) and 862(a)(3). 
# 1954 Code Secs. 861(a)(5) and 862(a)(5). 
2 1954 Code Sec. 863(b) (2). 

™ Reg. Sec. 1.863-3(b). 

= Reg. Secs. 1.863-1(b) and 1.863-6. 
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The source rule with respect to personal 
property purchased within the United States 
and sold abroad (or, conversely, purchased 
abroad and sold within the United States) 
has probably resulted in more controversy 
than all the other source rules combined. 
The basic rule is that the profit arises 
where the property is sold™ and that the 
property is sold where title passes. If bare 
legal title is retained, the sale takes place 
where beneficial ownership and the risk of 
loss passes. The clarity of this rule has 
been obscured somewhat by the warning 
that “in any case in which the sales transac- 
tion is arranged in a particular manner for 
the primary purpose of tax avoidance, the 
foregoing rules will not be applied.” ™ It is 
clear that a taxpayer may not rely upon 
mere paper formalities which are inconsistent 
with the realities of the transaction.” Until 
the Service sees fit to elaborate, however, 
there remains a risk that the Service may 
interpret the caveat in the regulations as 
giving it a free hand to disregard the ground 
rules in any case in which it is disturbed by 
the results from application of the passage- 
of-title test. 


The passage-of-title rule as applied to 
Western Hemisphere Trade Corporations 
has resulted in criticism by other countries, 
most of which use some variation of the 
permanent-establishment test to determine 
the source of income from the sale of pur- 
chased personal property. This criticism is 
that the 14-percentage-point income tax dif- 
ferential available to Western Hemisphere 
Trade Corporations on income from sale 
abroad of purchased personal property amounts 
to an export subsidy. Actually, if it is as- 
sumed that the income tax is borne bv the 
taxpayer rather than being a cost which is 
passed on as part of the price of the goods 
sold—a reasonable assumption in the case 
of export trade—differential tax treatment 
of gain on export sales is not a subsidy 
enabling the exporter to sell at a lower price, 
as would be the case, for example, if the 
exporter were given a subsidy to cover 
shipping charges or other costs. 


Tax treatment of foreign subsidiaries.— 
One of the chief considerations in the choice 
among alternative patterns of doing busi- 
ness abroad is that the United States does 
not tax income earned by foreign sub- 
sidiaries of domestic corporations until the 


income is distributed as dividends. The 
treatment of foreign personal holding com- 
panies is, of course, an exception to this 
rule.” 


This offers a substantial advantage by 
giving the taxpayer a choice as to the tim- 
ing of withdrawals of income from foreign 
operations, and its consequent taxation in 
the United States. Furthermore, use of a 
two-tier system of foreign subsidiaries—a 
foreign holding company which in turn 
owns the stock of foreign operating sub- 
sidiaries—permits income to be shifted 
from one foreign operating subsidiary to 
another without being subjected to United 
States income tax.” 


This topic cannot be discussed without 
noting that to insulate foreign income from 
the United States tax system a foreign sub- 
sidiary must have substance as well as 
form. The Internal Revenue Service has 
been rumored for some time to have under 
consideration a ruling which would refuse 
recognition under at least some circum- 
stances to so-called “ministerial” corpora- 
tions. If a foreign subsidiary fulfills a sub- 
stantial business purpose, it is reasonable to 
assume that it will be accorded recognition. 


Foreign tax credit.—A credit against ten- 
tative United States tax liability is allowed 
for foreign income, war profits, and excess 
profits taxes paid or accrued directly by 
the taxpayer.” The credit is allowed in 
lieu of a deduction for the year of any 
such taxes.” 


The credit is not limited to foreign taxes 
paid or accrued on income which is sub- 
ject to the United States income tax,” but 
the per-country limitation on the credit 
generally achieves substantially this effect. 
The per-country limitation limits the credit 
for foreign taxes paid to a particular foreign 
country to the same proportion of total 
tentative United States income tax liability 
as taxable income from sources within the 
foreign country is in proportion to total 
taxable income.” 


The foreign tax credit is also available 
for foreign taxes which were paid with 
respect to the earnings and profits out of 
which dividends are distributed by foreign 
subsidiaries and to foreign taxes attributable 
to earnings and profits of subsidiaries of 
such foreign subsidiaries.” No foreign tax 





1954 Code Secs. 861(a)(6) and 862(a)(6). 

™ Reg. Sec. 1.861-7(c). 

* Cf. Kaspare Cohn Company, 
Dec. 9604, 35 BTA 646 (1937), 
upon stipulation, 109 F. 2d 1014. 

%6 1954 Code Sec. 551(a). 

For an extended discussion of the advan- 
tages of foreign holding companies, see Wil- 
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liam J. Gibbons, Tax Factors of Basing Inter- 
national Business Abroad (Harvard Law School, 
International Program in Taxation, 1957). 

8 1954 Code Sec. 901. 

2° 1954 Code Sec. 164(b) (6). 

® Rev. Rul. 54-15, 1954-1 CB 129. 

31 1954 Code Sec. 904(a). 

82 1954 Code Sec. 902. 
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credit is allowed for taxes paid by foreign 
subsidiaries below the “grandchild” level. 


Since the dividend received by the do- 
mestic parent of the foreign subsidiary is 
paid out of earnings and profits net after 
foreign tax, the parent is enabled to take 
credit for foreign income taxes paid by the 
foreign subsidiary without forfeiting a de- 
duction of the amount of such taxes, as 
would be the case if the foreign taxes had 
been paid directly by the taxpayer. This 
can result in an aggregate of United States 
and foreign income tax rates as low as 
45.25 per cent, although the United States 
rate alone is 52 per cent.™ This mathemat- 
ical peculiarity produces no tax benefit if 
the foreign tax rate is zero or if it is as 
high as the United States tax rate. The 
maximum benefit is reached where the 
foreign tax rate, computed as a percentage 
of taxable income as defined for United 
States tax purposes, is one half of the 
United States corporate tax rate, or 26 per 
cent in the usual case. Where the foreign 
income tax was paid by a subsidiary of the 
directly owned foreign subsidiary, the for- 
eign tax credit available to the taxpayer 
when the earnings are ultimately distributed 
as a dividend may result in an aggregate 
of United States and foreign tax rates as 
low as approximately 40 per cent.” 


Since 1958 taxpayers have been allowed 
to carry back for two years and to carry 
forward for five years any unused foreign 
tax credit arising by operation of the per- 
country limitation. While the carry-back 
and carry-forward period for the unused 
foreign tax credit was presumably modeled 
after the net operating loss carry-over pro- 
vision, the carry-back periods are not co- 
ordinated because the same act which au- 
thorized the two-year carry-back of unused 
foreign tax credits also extended the net 
operating loss carry-back from two years 
to three years.” 

Notwithstanding the foreign tax credit 
and the unused credit carry-over, it is still 
possible to be subjected to double taxation 
for which the foreign tax credit affords no 
relief. The more recent tax treaties contain 


provisions for consultation between the two 
countries in these double taxation situations, 
with a view toward relief.“ Presumably, 
relief would be available in the individual 
case, since the treaties provide for initiation, 
through a claim filed by the taxpayer, of 
procedures leading to such consultation. 


The regulations with respect to credit 
for foreign taxes paid by foreign subsidiaries 
permit, in effect, an over-all limitation in 
lieu of a per-country limitation. This arises 
from the contrary-to-fact assumptions in 
the regulations that dividends of a foreign 
corporation are from sources in the country 
of incorporation and that taxes with respect 
to the earnings out of which such dividends 
are distributed were paid to the country 
of incorporation.” 


Differential rates.—The United States pro- 
vides a 14-percentage-point tax differential 
to domestic corporations which qualify as 
Western Hemisphere Trade Corporations.” 
It also excludes entirely from gross income 
amounts from sources outside the United 
States (unless received within the United 
States) in the case of corporations qualify- 
ing under Section 931 as having most of 
their income from within United States pos- 
sessions.” Since Section 931 has a relatively 
limited application, this discussion will be 
confined to Western Hemisphere Trade 
Corporations. 


Use of a Western Hemisphere Trade 
Corporation subsidiary may have the dis- 
advantage that its income after tax will be 
subjected to an additional tax on 15 per 
cent of the amount of its intercorporate 
dividends when they are distributed to the 
parent.” No foreign tax credit may be 
claimed by the parent for foreign taxes paid 
by the Western Hemisphere Trade Corpo- 
ration in excess of its own 38 per cent rate. 
However, the tax on intercorporate divi- 
dends is not inevitable. This tax does not 
apply in a year for which the parent cor- 
poration files a consolidated return with 
its Western Hemisphere Trade Corporation 
subsidiary ® and, incidentally, the 2 per 
cent tax on consolidated taxable income 
does not apply to income of Western Hemi- 





% Stanley S. Surrey, “Taxation of Foreign 
en 56 Columbia Law Review 815, 828 
(1956). 

* Reg. Sec. 1.902-1(d). 

% 1954 Code Sec. 9U4(c), as added by Sec. 
42 of the Technical Amendments Act of 1958, 
P. L. 85-866, 85th Cong., September 2, 1958. 

%6 1954 Code Sec. 172(b)(1), as added by Sec. 
203(a) of the Technical Amendments Act of 
1958. 

* For example, see Art. XVI(2) of the income 
tax treaty with Pakistan: 

‘“‘Where a taxpayer claims that he has been 
or may be subjected to double taxation con- 
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trary to the provisions of the present Conven- 
tion, he may present the facts to the taxation 
authorities of either»contracting State. Should 
the taxpayer’s claim be deemed worthy of con- 
sideration, the taxation authorities shall endea- 
vor to come to an agreement with a view to 
avoidance of the double taxation in question.’’ 

% Reg. Sec. 1.902-1(c). 

3° 1954 Code Secs. 921-922. 

# 1954 Code Sec. 931. 

41 1954 Code Sec. 243(a). 

# Reg. Sec. 1.1502-31(b) (2) (ii). 
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sphere Trade Corporation members of the 
affiliated group.” Also, a Western Hemi- 
sphere Trade Corporation may be liquidated 
tax free into its parent.“ 


One advantage of Western Hemisphere 
Trade Corporations over foreign subsidiaries 
is that their income is taxed by the United 
States as it is earned rather than as dividend 
distributions of earnings and profits. This 
is important for the extractive industries, 
since percentage depletion in excess of cost 
depletion is not taken into account in the 
computation of earnings and profits.” The 
difference in computation of taxable income 
and earnings and profits must also be con- 
sidered if it is necessary for the Western 
Hemisphere Trade Corporation to distribute 
its earnings to the parent corporation as 
a dividend subject to the tax on intercor- 
porate dividends. 


Tax treatment by foreign countries.— 
It is impossible to summarize or predict the 
tax treatment by foreign countries of in- 
come subject to their taxing jurisdiction. It 
is perhaps not surprising that the tax sys- 
tems of many foreign countries rival our 
own in complexity. In still others the 
appearance Of simplicity may be deceptive 
because the problems that have made our 
own tax system so complex may have not 
yet been faced and answered. For example, 
the law of the foreign country may be silent 
as to whether a liquidating distribution is 
to be taxed as a dividend. 


The timing of income and the definition 
of income may not coincide with these 
determinations in the United States. Fre- 
quently, the income tax will be imposed on 
gross rather than net income. This is not 
surprising when it is remembered that the 
United States itself taxes gross income with- 
out allowing deductions when it taxes at a 
flat 30 per cent rate the fixed and deter- 
minable income of foreign corporations not 
engaged in trade or business in the United 
States.” 


Of particular importance in the tax treat- 
ment by foreign countries are the differ- 
ences in treatment of remittances by branches 
as compared with dividend distributions by 
subsidiaries.” 


The choice among alternative patterns 
of conducting business abroad frequently 
requires investigation of the so-called “tax- 
haven countries.” These are the countries 
which either impose no income tax (Ber- 
muda and the Bahamas) or which do not 
tax income earned outside their borders 
(Panama and—hiberia):— Other countries, 
while not exempting foreign income en- 
tirely, may qualify as tax-haven countries by 
exempting certain types of income (Switzer- 
land) or by reducing the rate of tax on 
certain types of income to a relatively minor 
amount (Netherlands Antilles).* 


The United States has tax treaties with 
several countries which qualify under cer- 
tain circumstances as tax havens. These 
include Canada, Switzerland and the Nether- 
lands Antilles. 


In investigating the possibility of incor- 
porating in a tax-haven country, it is advis- 
able to determine whether dividends or 
other distributions from the tax-haven cor- 
poration to its domestic parent will be sub- 
ject to tax or to other fees or charges on 
remittances. It is also advisable to check 
on the imposition of income taxes by local 
governmental units. In Switzerland income 
taxes imposed by the cantons vary widely. 
It is also necessary to investigate existing 
and potential foreign exchange controls. If 
the tax-haven country chosen is politically 
unstable, even though the affairs of the 
tax-haven corporation are arranged in such 
a fashion that it can be liquidated to avoid 
confiscation in the event that an unfriendly 
government takes over, consideration should 
be given to the United States income tax 
consequences of such a liquidation. 


Income tax treaties—The chief effect, 
on United States taxpayers, of an income 
tax treaty is with respect to the imposition 
of taxes by the foreign country.” In some 
instances, eligibility for the shelter afforded 
by a tax treaty may be decisive in the 
choice of a United States corporation (parent 
or subsidiary) for operation in a treaty coun- 
try in lieu of a foreign subsidiary. Also, the 
treaty may be decisive in the choice of a 
foreign subsidiary incorporated in the treaty 
country instead of a foreign subsidiary in- 
corporated in another foreign country be- 





*# 1954 Code Sec. 1503(b). 

#1954 Code Sec. 332. 

*® Reg. Sec. 1.312-6(c). 

* 1954 Code Sec. 881(a). 

“For example, see the differences in the 
computation of the Mexican distributable profits 
tax for a Mexican branch of a foreign entity, 
as compared with a separate subsidiary (Taxa- 
tion in Mexico) (World Tax Series, International 
Program in Taxation, Harvard Law School, Lit- 
tle, Brown & Company, 1957), Sec. 14/4. 
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“For a summary of the tax treatment of 
foreign income by the various tax-haven coun- 
tries, see Gibbons, work cited at footnote 27. 

* The United States has income tax treaties 
presently in effect with the following countries: 
Australia, Austria, Belgium, Canada, Denmark, 
Finland, France, West Germany, Greece, Hon- 
duras, Ireland, Italy, Japan, Netherlands (in- 
cluding Netherlands Antilles), New Zealand, 
Norway, Pakistan, Sweden, Switzerland, Union 
of South Africa, and United Kingdom (includ- 
ing various British overseas territories). 
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cause of a favorable treaty rate on dividends 
payable by the former to the United States 
parent corporation. Occasionally it may be 
desirable to use a United States corpora- 
tion in a particular foreign country in order 
to take advantage of a covenant against 
tax discrimination in a treaty of friendship, 
commerce, and navigation.” 


It is well to remember that a network 
of bilateral tax treaties is in effect among 
foreign countries, particularly the more de- 
veloped countries." The existence of such a 
treaty might be determinative, for example, 
in the choice of a Swiss subsidiary for 
operations in Sweden in lieu of a Pana- 
manian subsidiary. 


There are a few instances in which tax 
treaties affect the United States tax liability 
of United States taxpayers. For example, 
United States taxpayers are permitted, by 
reason of the income tax treaty with the 
United Kingdom, to elect to include in in- 
come the gross‘amount of dividends paid by 
British corporations and to claim foreign 
tax credit for the British tax withheld 
from such dividends,” although the Supreme 
Court has held that the payor of the divi- 
dends rather than the recipient was the 
taxpayer.” A similar provision has recently 
been added to the United Kingdom tax 
treaty to permit United States taxpayers 
to take a foreign tax credit for British tax 
withheld from royalties.™ 


The Treasury Department has announced 
a policy of negotiating tax treaties which 
include the so-called “tax sparing” concept, 
under which United States taxpayers would 
be permitted to claim foreign tax credit 
for certain income taxes which would nor- 
mally be imposed by the foreign country 
but which are “spared” as an inducement 
to the United States taxpayer to engage in 
busmess in the country. Such a provision 
was contained in the treaty with Pakistan; 
as a result, the Senate Foreign Relations 
Committee failed to reach a decision on 
the treaty until the Pakistani tax exemption 





% The United States has treaties of friend- 
ship, commerce and navigation in effect with 
the following countries: Argentina, Austria, 
Belgium, Bolivia, Borneo, China, Columbia, 
Costa Rica, Denmark, Estonia, Ethiopia, Fin- 
land, France, Germany, Greece, Honduras, Iraq, 
Iran, Ireland, Israel, Italy, Japan, Korea, Lat- 
via, Liberia, Morocco, Muscat-Zanzibar, Nether- 
lands, Nicaragua, Norway, Paraguay, Spain, 
Switzerland, Thailand, Turkey, United King- 
dom, and Yugoslavia. 

51 See International Tax Agreements, Vols. 
I-IX, Department of Economic and Social Af- 
fairs, United Nations, New York, for the texts 
of international tax agreements concluded 
through 1958. 

82 Art. XIII(1), United States-United Kingdom 
income tax treaty. 
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provision had expired so that, in the opinion 
of the foreign relations committee, the argu- 
ment over the desirability of the tax-sparing 
provision had become moot.” The Treasury 
Department has recently announced the 
negotiation with India of an income tax 
treaty which provides for tax-sparing.” 


The tax-sparing elaboration on the foreign 
tax credit system is an attempt to meet 
the problem of capital-importing countries 
which offer low tax rates as an incentive 
to American investors only to find that the 
United States income tax takes up the differ- 
ence between their low tax rate and our 
52 per cent rate.” Unfortunately, the bene- 
fits of tax-sparing are dependent on the 
foreign country’s imposing a high rate of 
tax initially before reducing it by special 
incentives or exemptions. It offers no solu- 
tion for the capital-importing country which 
wishes to impose a low rate of income tax 
generally. 


Utilization of losses.—Anticipation of losses 
from foreign operations in the early stages 
may be a decisive consideration in the 
choice of form of organization. Such losses 
may be utilized to offset domestic income 
only if they are incurred by the same cor- 
poration which has the domestic income 
or by another member of the affiliated group 
in a consolidated return year. In the con- 
solidated return case, the advantage of being 
able to utilize the foreign operation’s losses 
against domestic income may be reduced, to 
some extent, by the requirement that basis 
in the stock or obligations of the subsidiary 
be reduced to the extent the subsidiary’s 
losses could not have been availed of hy 
the subsidiary had it made a separate return. 
In utilizing foreign losses against other 
income, it is well to remember that in 
some cases the loss may offset a portion 
of a capital gain so as to destroy the capital 
gain rate benefit with little or no compen- 
sating advantage to the taxpayer. 


It is sometimes possible to conduct for- 
eign operations as a branch during an 


53 Biddle v. Commissioner, 38-1 ustc { 9040, 
302 U. S. 573. 58 S. Ct. 379. 

% Art. XIII(1), United States-United Kingdom 
income tax treaty, as amended by supplemen- 
tary protocol of August 19, 1957, brought into 
force on October 15, 1958. 

Senate Committee on Foreign Relations, 
Executive Report No. 1, July 7, 1958, 835th 
Cong., 2d Sess., p. 3. 

% Treasury Department press release, Octo- 
ber 6, 1959. 

5? See Hearings before Senate Committee on 
Foreign Relations, July 30, 1957, and August 
9, 1957, 85th Cong., 1st Sess. 

5% Reg. Secs. 1.1502-34 and 1.1502-35. 
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initial loss period and to create a separate 
subsidiary later. However, it may be neces- 
sary in such a case to incur tax with 
respect to appreciation of the assets which 
are placed in the foreign subsidiary in 
exchange for its stock unless prior approval 
of the Commissioner can be obtained under 
Section 367. 

Capital gain treatment.—Liquidation of a 
foreign subsidiary at a gain without obtain- 
ing the prior permission of the Commis- 
sioner under Section 367 is a_ taxable 
transaction. Salé of the stock of the foreign 
subsidiary is, of course, a taxable trans- 
action. In both instances the gain is capital 
gain. 

It would seem that the collapsible cor- 
poration provisions do not apply to the 
liquidation or sale of stock of a foreign 
subsidiary which does not have income 
from United States sources. It is difficult 
to see how such a corporation can be said 
to have been availed of with a view to sale 
or exchange of its stock before it has 
realized a substantial part of the taxable 
income from its property, since it would 
have had no taxable income for United 
States tax purposes had it realized directly 
the entire income potential of its property.” 


A distribution in complete liquidation of 
a foreign subsidiary is not a “dividend” 
with respect to which a foreign tax credit 
may be claimed under Section 902.” Conse- 
quently, in some instances it is more ad- 
vantageous to distribute the earnings and 
profits of a foreign subsidiary as an ordinary 
taxable dividend, rather than to liquidate 
the corporation at capital gain rates. 


Tax-free exchanges under Section 367.— 
A foreign corporation is not considered a 
corporation in determining the extent to 
which gain shall be recognized for purposes 
of the tax-free exchange provisions of the 
Code unless the Commissioner is satisfied 
in advance that the exchange “is not in 
pursuance of a plan having as one of its 
principal purposes the avoidance of Federal 
income taxes.” “ This provision is pertinent 
to the liquidation of foreign corporations 
and also to their creation. It is supple- 
mented by Section 1491, which imposes a 
27% per cent tax on the value in excess of 
basis of stock or securities transferred to 
foreign corporations as paid-in surplus or 
as a contribution to capital unless it is 
similarly established to the satisfaction of 
the Commissioner, prior to the transfer, that 
the transfer is not in pursuance of a plan 

5° 1954 Code Sec. 341(b). 

© Freeport Sulphur Company v. U. 8., 58-2 


ustc { 9700, 163 F. Supp. 648 (Ct. Cls.). 
* 1954 Code Sec. 367. 
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having as one of its principal purposes the 
avoidance of federal income taxes. 


One is immediately struck by the fact 
that there is no penalty on the contribution 
to the capital of a foreign corporation of 
appreciated property other than stock or 
securities. However, it is understood that 
the Service will not rule favorably on this 
point. A transfer of appreciated assets to 
a foreign corporation presumably would be 
considered as having been made in ex- 
change for stock if it were made as a step 
in a preconceived plan in which stock was 
received. 


For a business expanding rather than 
contracting its foreign operations, the prin- 
cipal disadvantage of Section 367 is that it 
restricts transfers of property from one 
foreign investment to another via the 
American parent corporation. It is reported 
that the Service takes the position that the 
transfer of the stock of directly owned 
foreign subsidiaries to a foreign holding 
company subsidiary of an American parent 
corporation is considered as having avoid- 
ance of United States tax as one of its 
principal purposes.” This position points 
up the advantage of using a foreign holding 
company subsidiary from the beginning to 
hold the stock of foreign operating sub- 
sidiaries, so that the income of one such 
operating company may be used for invest- 
ment in another without diminution by 
United States tax. 


By its terms, Section 367 is not a one-way 
street. Presumably, Section 367 may be 
invoked in a transaction involving the 
transfer to a foreign subsidiary in exchange 
for stock of assets with a value in excess 
of their basis, so as to achieve a stepped-up 
basis in the assets. 


Pitfalls 


The following list of pitfalls in tax plan- 
ning for foreign income is by no means a 
complete check list. It will, however, serve 
to highlight some of the more common 
problems which are encountered in this 
area. 


Form v. substance.—As in any other 
aspect of income tax law, a tax plan for 
foreign operations cannot be based on form 
without substance, The two principal areas 
in which this is important have already 
been touched upon: (1) the necessity for 
substance as well as form in meeting the 
passage of title test with respect to the 


® Charles H. Kellstadt, statement on behalf 
of Sears, Roebuck & Company before Commit- 
tee on Ways and Means, Hearings on H. R. 5, 
July, 1959. 
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source rule on income from personal prop- 
erty purchased in the United States and 
sold abroad and (2) the necessity for giving 
substance to a foreign subsidiary. 


The question of form v. substance with 
respect to foreign subsidiaries is a difficult 
one. All corporations are persons only by 
legal fiction, and it is sometimes difficult to 
determine how to endow the legal fiction 
with sufficient tangible attributes to give it 
substance. If the purpose of a foreign sub- 
sidiary is to serve as a holding company, 
for example, by its nature it cannot be 
éxpected to have substantial tangible prop- 
erties. The fact that a corporation is in- 
corporated under the laws of Liberia, for 
example, does not mean that its principal 
center of activities and most of its em- 
ployees must be located in Liberia. If the 
corporation is a substantial one and not a 
mere shell, it would presumably not matter 
that its offices, employees, bank accounts, 
etc., were located in France instead of 
Liberia. To go a step further, why should 
it matter if its property, personnel and 
activities are located in New York? Of 
course, if the attributes of substantiality of 
the foreign subsidiary are all located at the 
office of the parent corporation and the 
subsidiary has no existence distinguishable 
from that of the parent corporation, it 
probably will not be recognized. 


Section 269.—In the past, Section 269 was 
not generally considered to be applicable to 
the organization of foreign subsidiaries, 
since the acquisition of a foreign subsidiary 
did not directly result in a benefit for the 
taxpayer (the domestic parent corporation) 
in the form of a deduction, credit, or other 
allowance. However, the decision by the 
Fourth Circuit in the Coastal Oil Storage 
Company case™ has added a new dimension 
to Section 269 by bringing within its scope 
transactions whereby the persons acquiring 
a corporation are held to secure the benefit 
{in their capacity as shareholders) of de- 
ductions, credits, etc., allowed to the ac- 
quired corporation. 


The Service has ruled that the creation 
of a Western Hemisphere Trade Corpora- 
tion to obtain the benefits of the tax rate 
differential is not “tax avoidance” as that 
term is used in Section 269. 


Section 482.—Section 482, providing for 
the reallocation of gross income, deductions, 


*® Coastal Oil Storage Company v. Commis- 
sioner, 57-1 ustc { 9518, 242 F. 2d 396 (CA-4). 

*T. T. 3757, 1945 CB 200. 

®See Asiatic Petroleuem Company, Ltd. v. 
Commissioner, 35-2 ustc { 9547, 79 F. 2d 234 
(CA-2, 1935), cert. den., 296 U. S. 645. 

1954 Code Sec. 552 and Reg. Sec. 1.544-2. 
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credits or allowances among organizations 
controlled by the same interests, provides 
explicitly that it shall apply whether or 
not they are organized in the United States. 
It provides authority for the Commissioner 
to correct fictitious pricing among affiliates 
attempting to shift income from corpora- 
tions paying United States tax at the 52 per 
cent rate either to Western Hemisphere 
Trade Corporation affiliates or to foreign 
subsidiaries.” 

Section 367.—Section 367 has been dis- 
cussed in detail above. 


Section 6046.—Section 6046 requires every 
person who assists or advises with respect 
to the organization or reorganization of any 
foreign corporation to make an informa- 
tion return with respect thereto within 30 
days thereafter. Communications which are 
privileged by the attorney-client relationship 
are not required to be reported. Where 
applicable, the return is required whether or 
not the foreign corporation is actually 
organized. 

Foreign personal holding companies.—A 
closely held domestic corporation which has 
no need to concern itself with the personal 
holding company provisions because of the 
character of its income may find that it is 
unable to use the familiar device of a 
foreign subsidiary holding the stock of 
foreign operating subsidiaries because the 
holding company subsidiary would be a 
foreign personal holding company.” 


Look at Future 


The United States has had the revision 
of the tax treatment of foreign income on 
its agenda since 1949 when President Tru- 
man first announced the Point Four pro- 
gram for assistance in the development of 
underdeveloped countries. The Treasury 
early took the position that support for a 
program of deferral of United States income 
tax on foreign branch income would be its 
contribution to the Point Four program.” 
Subsequently, in 1954, the Administration 
announced its support of a 14-percentage- 
point tax differential for certain limited 
categories of foreign income®™ as well as 
deferral of United States tax on the same 
general types of income when received by 
foreign branches of domestic corporations. 
This program was adopted in the House 
version of the Internal Revenue Code of 


* See H. R. 611, January 3, 1953, 83d Cong., 
1st Sess., and H. R. 8398, June 27, 1952, 82d 
Cong., 2d Sess. 

* Budget Message of the President, Pt. II, 
January 21, 1954 (H. Doc. 264). See also 
Message of the President on Foreign Economic 
Policy, January 10, 1955. 





1954, was left out of the Senate version with 
an indication by the Senate Committee on 
Finance that something would be worked 
out in conference ® and was completely left 
out of the Internal Revenue Code of 1954 
as finally enacted. 


Another drive for legislation in this area 
began last winter. A subcommittee of the 
Committee on Ways and Means, headed by 
Congressman Boggs, held hearings on the 
subject in December, 1958. A Committee 
on World Economic Practices, headed by 
Mr. Harold Boeschenstein, made a report 
to the President in January, 1959,” and Mr. 
Ralph I. Straus made a report to the De- 
partment of State in April, 1959." 


As a result of the hearing held by his 
subcommittee, in January, 1959, Congress- 
man Boggs introduced H. R. 5, containing 
a comprehensive program for revision of 
the tax treatment of foreign income. Hear- 
ings were held on this bill by the full Ways 
and Means Committee in July, 1959, and a 
modified version of the bill was adopted 
tentatively by the Committee on Ways and 
Means before Congress adjourned.” The 
committee’s changes were not drafted in 
time for it to review or report out the bill 
formally in the last session, but work on the 
bill by Congressional staff members is con- 
tinuing, and the committee should be able 
to complete its action on the bill early in 
the next session of Congress. 


The bill must contend with a number of 
adverse factors. One of these is the high 
priority placed on budget-balancing by the 
Administration. Another is the fear of 
foreign competition, During hearings last 
summer (1959), several members of the 
Committee on Ways and Means voiced con- 
cern that American firms would utilize the 
provisions of the bill to move their manu- 
facturing operations abroad and import 
their products into the United States, with 
a tax advantage over domestic producers. 
The bill is handicapped by the fact that, as 
a tax liberalizing measure, it might be con- 
sidered inconsistent with the tax base 
broadening objective announced by Chair- 
man Mills as the reason for the tax revision 
hearings by the Committee on Ways and 
Means scheduled to begin in November, 
1959." 


®S. Rept. 1622, June 18, 1954, 83d Cong., 2d 
Sess., p. 105. 

Report of the Committee on World Kco- 
nomic Practices (January 22, 1959). 

" Bapanding Private Investment for Free 
World Economic Growth (Washington, D. C., 
April, 1959). 

™ Committee on Ways and Means press release 
on H. R. 5 (August 19, 1959). See also Octo- 
ber 13, 1959 committee print of H. R. 5. 
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The bill also suffers from a diversity of 
objectives among its supporters. The ob- 
jective of the Administration, relating back 
to the original Point Four program and 
expressed again last spring in the Straus 
report, is to encourage investment in under- 
developed areas. The business community 
is interested in removing barriers to the 
expansion of business abroad in both the 
less-developed and the more-developed 
countries and, in some cases, including ex- 
pansion of foreign trade as well as foreign 
investment. A third objective is to ration- 
alize, to at least some degree, the present 
inconsistencies in the United States tax 
treatment of foreign income—especially by 
more nearly equating the tax treatment of 
domestic and foreign subsidiaries earning 
income abroad. These objectives are by no 
means parallel. For example, the Adminis- 
tration would prefer to limit the proposed 
Foreign Business Corporations eligible for 
deferral of United States tax to operations 
in underdeveloped countries and opposes 
any extension of the 14-percentage-point 
tax differential now accorded to Western 
Hemisphere Trade Corporations.“ On occa- 
sion, preoccupation with equating the tax 
treatment of domestic subsidiaries with that 
of foreign subsidiaries has obscured the 
objective of increased foreign investment. 


The Committee on Ways and Means, 
supporting the Administration’s recommen- 
dation, has voted to delete from H. R. 5 
the provision which would have broadened 
the Western Hemisphere Trade Corpora- 
tion provision to cover all foreign countries; 
it would not be realistic to expect this 
provision to be reinstated in the bill. With 
this provision deleted, many businesses cn- 
gaged in foreign operations no longer have 
a direct interest in the success of the bill. 

One of the tentative changes made by the 
Ways and Mcans Committee in H. R. 5 will 
actually reduce substantially existing tax 
advantages available to a number of Amer- 
ican firms investing abroad. This is a 
provision which would require “grossing 
up” of dividends received from foreign 
subsidiaries by the amount of the foreign 
income taxes attributable to the dividends 
if the domestic taxpayer is to claim a 
foreign tax credit for these taxes. This 
provision would remove the advantage, 


™ Committee on Ways and Means press release 
on committee's study of revision of federal 
tax system, May 13, 1959. 

™ David A. Lindsay, Statement on behalf of 
Treasury Department before Committee on 
Ways and Means, hearings on H. R. 5, July, 
1959, p. 35. 
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Perhaps the greatest weakness 

of modern capitalism is its 

lack of support among a large part 
of the intelligentsia. . . . 
Intellectuals generally do not 
accept the proposition that 

the alternative to capitalistic 
organization and direction 

of production through the market 
is administration of the 

economy by a hierarchical 
bureaucracy . . . .—Calvin Hoover 
in a Twentieth Century Fund study. 


described earlier, by which foreign tax credit 
is taken for taxes paid by foreign sub- 
sidiaries without forfeiting an equivalent 
deduction for the taxes for which credit is 
claimed. While this tax benefit is admit- 
tedly erratic in its application, it does serve to 
make foreign investment more attractive. 
If this amendment remains in the bill, it 
will, by alienating the bill’s supporters, 
seriously jeopardize its chances of passage. 
There are rumors that the Committee on 
Ways and Means may reconsider and re- 
scind its action to insert this amendment in 
the bill before formally reporting the bill 
next January. 


With the 14-percentage-point tax differ- 
ential deleted, the provision of greatest 
interest in H. R. 5 is the one which would 
allow domestic corporations meeting certain 
qualifications to defer computation and pay- 
ment of United States income tax until they 
distribute their income to their parent 
corporation or other shareholders, Such 
corporations would be called Foreign Busi- 
ness Corporations. The Treasury felt that, 
as introduced, this provision would result in 
substantial revenue loss, attributing much 
of this loss to the fact that income from 
export of purchased personal property 
would be eligible for deferral and that such 
deferred income could be reinvested in 
facilities located within the United States if 
such facilities were for use in the exporting 
business. The Committee on Ways and 
Means has met this point by providing that 
if exports are the principal business of the 
Foreign Business Corporation, at least 50 
per cent of the export income must be 
derived from permanent. establishments 
abroad. This is an ingenious solution to 
the problem, and it serves to meet potential 
objections of foreign countries that the tax 
deferral provision will subsidize United 
States exports, since most countries accept 
the principle that income from sales of 
purchased property through a permanent 
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establishment has its source where the 
permanent establishment is located. 


To allay the fear that American manu- 
facturers might move abroad and compete 
in the American market, the committee has 
provided that not over 15 per cent of sales 
by Foreign Business Corporations may be 
destined for United States markets. This 
is an unnecessary provision and one which 
places the United States in a position of 
telling the underdeveloped countries that 
we will remove the obstacles to United 
States investment to further their develop- 
ment only on condition that they have no 
share in the United States market. 


The Committee on Ways and Means also 
extended the tax deferral provision to in- 
clude deferral of tax on income earned by 
foreign branches of domestic banks and 
insurance companies, since it is frequently 
impractical for banks and insurance com- 
panies to operate through subsidiaries. 


As introduced, H. R. 5 would have lim- 
ited the foreign tax credit each year by 
either a per-country limitation or an over- 
all limitation, whichever would result in the 
greater credit. The Ways and Means Com- 
mittee version of the bill contains a choice 
between the two limitations on the foreign 
tax credit, but requires the taxpayer to 
make an election between the two limita- 
tions and to stay with the election for at 
least five years. 


As introduced, H. R. 5 would have pro- 
vided for a blanket extension of tax-sparing 
(that is, a foreign tax credit for taxes the 
taxpayer is excused by the foreign country 
from paying) wherever the Secretary of 
State certified that foreign taxes had been 
waived by the foreign country and accepted 
in good faith to induce the rendition of 
services or the active conduct of business 
within the foreign country. Presumably, the 
function of the Secretary of State under this 
provision would have been purely minis- 
terial. The Ways and Means Committee 
has voted to change this provision to a 
five-year authorization of executive agree- 
ments with foreign countries for tax-sparing. 


Tax-sparing provisions by treaty have the 
disadvantage from the point of view of the 
Committee on Ways and Means that they 
by-pass the House, which has the Constitu- 
tional prerogative of originating revenue 
measures. Executive agreements* on the 
other hand, are not subject to this criticism 
since they are authorized by a statute passing 
both houses of Congress—unlike tax treaties 
which merely require Senate ratification. 


As introduced, H. R. 5 would have per- 
mitted transfers of business property to 
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foreign corporations for business use abroad 
tax-free without prior approval by the Com- 
missioner under Section 367. This proposal 
was advanced on its own merits, independ- 
ent of the proposal for special tax treatment 
of Foreign Business Corporations. The 
Committee on Ways and Means has voted 
to delete the Section 367 amendment pre- 
viously contained in the bill and to substi- 
tute a modification of Section 367 which is 
applicable only in the case of Foreign 
Business Corporations, This latter provi- 
sion would permit the liquidation of foreign 
subsidiaries into Foreign Business Corpora- 
tions on a tax-free basis if the earnings and 
profits of the foreign subsidiary are deemed 
to have been distributed to the Foreign 
Business Corporation; also, it would permit 
tax-free transfers of property to foreign 
subsidiaries controlled by Foreign Business 
Corporations under certain circumstances. 
While meritorious in itself as a supplement 
to the Foreign Business Corporation provi- 
sion, the provision voted by the Ways and 
Means Committee is in no sense a substi- 
tute for the Section 367 amendment con- 
tained in H. R. 5 as originally introduced. 

The Committee on Ways and Means 
accepted a provision of H. R. 5 which would 
permit gain on insurance proceeds received 
by a domestic parent corporation on the 
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OSTWAR PLANNING in the real estate 

field has been based on certain economic 
and financial assumptions which should be 
examined. Current publications—many of 
them excellent in describing techniques and 
methods of taking advantage of the tax 
laws in real estate situations—take for granted 
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conversion of assets owned by its foreign 
subsidiary to be treated as gain on involun- 
tary conversion if the insurance profits are 
reinvested in the foreign subsidiary. 


It is impossible to predict what changes 
will be made in H. R. 5 by the Senate or 
that the bill will become law. Certainly, the 
chances for passage will be substantially 
reduced if the provision which requires 
grossing up of dividends received from 
foreign subsidiaries by the amount of the 
foreign tax credit claimed remains in the 
bill. 


Until Congress and the President act in 
1960 or until Congress adjourns in 1960 
without acting, decisions as to the choice 
among alternative patterns of conducting 
operations abroad must take account of the 
following possibilities: 


(1) Deferral of United States tax may be 
permitted with respect to a special category 
of domestic subsidiaries. 


(2) An over-all limitation on the foreign 
tax credit may be available without utilizing 
a foreign holding company subsidiary. 


(3) The present tax benefits through 
claiming foreign tax credit with respect to 
dividends of foreign subsidiaries may be 
legislated away. [The End] 


the continuation of favorable economic and 
financial factors. 

Not the least of these assumptions is the 
expectation of a continuous inflation in real 
estate values—a belief that there will be no 
effective real depreciation of buildings with 
the passage of years. The other underlying 
assumption is that mortgage funds at rea- 
sonable interest rates for long terms and 
in substantial amounts in proportion to the 
owner’s investment will continue to be avail- 
able without personal liability on the part of 
the owner. Given the continuation of these 
two factors, a situation is created which, for 
want of a better name, can be called “high 
leverage.” 
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The impact of high leverage is then 
increased by provisions of the federal tax 
laws relating to the deductions for interest 
payments and depreciation. 


Both the economic and the tax factors 
have been intensified by the entry of the 
United States Government into the field of 
purchasing of certain types of real estate 
mortgages through the Federal National 
Mortgage Association and, more important, 
through the insurance of mortgage loans by 
the Federal Housing Administration. The 
very high ratio of long-term mortgage loans 
to equity investment thus provided ampli- 
fies the leverage factor. 


Before considering the application of these 
factors to particular situations, it should be 
emphasized that the high-leverage factors 
which work so well in a period of economic 
expansion work in reverse in periods of 
economic contraction, The “Great Depres- 
sion” of some 30 years ago brought the 
construction industry to a virtual standstill 
for more than a decade, and more than 100 
banks closed in Chicago alone in the 1930's 
directly because of their dependence on real 
estate loans. 


High leverage is, of course, not unique 
to real estate. Much that is said here will 
be familiar to investors in gas and oil, More- 
over, in stock-market circles certain stocks 


are known as high-leverage stocks by rea- 
son of the fact that a substantial amount 
of debt stands ahead of the common stock 
with a consequent volatile result from in- 
creases in per share earnings. 


Real estate, however—perhaps to a greater 
degree than any other type of investment— 
has this characteristic of high leverage be- 
cause the real estate purchaser can borrow 
such a large part of his cash requirements 
without personal liability—perhaps as high 
as 70 per cent on a conventional mortgage 
or 90 per cent if the mortgage is insured 
by the Federal Housing Administration. 
When, in addition to the borrowing factor, 
such techniques as the use of a lease instead 
of the purchase of the !and are used, the 
amount of equity capital actually invested 
in the real estate venture may represent a 
very small part of the total value of the 
property, with a correspondingly extreme 
high-leverage factor. 


Having warned of potential disaster in 
high-leverage situations in periods of eco- 
nomic contraction, let us now adopt an 
optimistic attitude and examine the possible 
benefits to be derived from an FHA-insured 


11954 Code Sec. 167(f); Crane v. Commis- 
sioner, 47-1 ustc { 9217, 331 U. S. 1. 
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90 per cent mortgage loan, payable over 
39 years and 11 months, obtained for the 
purpose of building or buying property cost- 
ing $1 million and yielding a net income 
before depreciation of $100,000 per year. 
If the entire cost had represented equity 
investment, the yield, before income taxes, 
would be 10 per cent on the investment of 
$1 million; if the depreciation had amounted 
to $50,000 per year, assuming that tax was 
paid at corporate rates, the after-tax yield 
would be 7.9 per cent. 


If, however, the property is constructed 
or acquired for $100,000 cash, with a $900,000 
mortgage at an interest rate of 5 per cent, 
after the interest deduction in the first year 
the net income before depreciation is $55,000, 
or a before-tax return of 55 per cent on the 
investment. If mortgage amortization in 
the first year is 1% per cent (or, in this 
example, $13,500), the cash return before 
income tax is $41,500. With a depreciation 
deduction of $50,000 per year, the taxable 
income is only $5,000 and, after tax paid 
at the corporate rate, the cash return is 
$40,000 and the yield 40 per cent. Accelerated 
depreciation (used in the above examples) 
may shelter from income tax much (some- 
times even all) of the cash return during 
the first years of the life of the property. 
However, as depreciation deductions decline 
and mortgage principal payments rise, the 
tax-free cash flow, of course, declines. 


The high-leverage factor works for the 
real estate investor not only to produce a 
higher yield for each dollar of equity invest- 
ment, but to produce a “leveraged” benefit 
upon any increase in the value of the prop- 
erty. If our million-dollar property increased 
in value to $1,300,000, the increase in the 
value of the equity investment of the owners 
of the unmortgaged property would be 30 
per cent, but the owners of the 90 per cent 
mortgage-financed situation would have had 
a 300 per cent appreciation on their investment. 


As has already been indicated, the effect 
of the foregoing economic and financial fac- 
tors is heightened by the impact of a num- 
ber of provisions of the Internal Revenue 
Code. The base on which depreciation of 
the property is computed is the entire cost 
of the depreciable property rather than the 
equity investment.’ The interest payments 
made on the debt financing are a deductible 
expense in computing taxable income.? The 
choice of a method of accelerated deprecia- 
tion* will give rise to very substantial tax 
deductions in the early years of the life of 
the property. It is during this same period 


2 1954 Code Sec. 163(a). 
* 1954 Code Sec. 167(b). 





that interest deductions on mortgage debt 
are at their peak, with the result that tax 
losses may be created during these years. 
If offsetting income is not available during 
the year of the loss, the net operating loss 
provisions come into play.‘ 


Thus, a great variety of tax considerations 
interact with the financial facts of each real 
estate transaction and afford opportunities 
for tax planning commencing with the in- 
ception of the transaction, continuing through 
the period of operation and greatly influ- 
encing the timing as well as the method of 
disposition of the property. The tax and 
financial factors will be considered here 
from the point of view of the planning of 
a real estate transaction. In order to ex- 
amine the widest range of problems, this 
discussion will proceed from the inception 
of the construction of a large-scale rental 
project. 


The initial decisions to be made on the 
number of investors, the amount of equity 
capital to be sought, the possibilities of 
using a combination of equity investment 
and investor loans and as to whether con- 
ventional or FHA financing is to be used 
will introduce the builder to a number of 
tax problems. 


As he threads his way through these vari- 
ous conflicting considerations, he will find 
a number of possible solutions wedged in 
narrowly by some gaping tax traps. 


First, what organizational form will the 
enterprise take—corporation, partnership or 
joint venture? During the period of con- 
struction, the deductions for such expenses 
as interest on the interim financing, real 
estate taxes and certain insurance premiums 
(and ground rent, if the land is leased rather 
than purchased) will produce losses of a 
substantial amount. 


For example, in a typical FHA apartment 
building project in which 90 per cent mort- 
gage financing is obtained, assuming about 
24 months between the start of the project 
and completion, the deductible expenses per 
$1 million of cost would be approximately 
as follows: 


Interest 


$56,250 


Total deductions 


* 1954 Code Sec. 172. 

* 1954 Code Sec. 704(d). 

* 1954 Code Sec. 752(a). 

* 1954 Code Sec. 752(c). 

* 1954 Code Sec. 705(a)(2)(A). 

* 1954 Code Sec. 752(d); Reg. Sec. 1.752-1(d). 
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Thus, over a two-year period there would 
be $86,000 available per $1 million of cost 
as an offset against the builder’s and inves- 
tors’ other income. As the equity invest- 
ment (apart from working capital) in such 
a project would normally be 10 per cent, or 
$100,000, the result is, in effect, almost the 
equivalent of making the equity investment 
deductible. If the 10 per cent builder’s 
profit is deferred, the equity investment is 
even less, being limited to the builder’s costs 
of operation. Thus, if his overhead costs 
are 3 per cent of building costs, in this 
illustration the equity investment is reduced 
to $30,000 per $1 million in project cost as 
against deductions of $86,000. In larger 
projects the deductions available may be 
substantially larger in proportion to equity 
investment. 


These losses are often very much greater 
than the actual equity investment by the 
partners or joint venturers. The Code does 
not allow a partner to deduct any loss in 
excess of his basis for his partnership in- 
terest.© There is added to the partner’s 
basis, however, his share of the partnership 
liabilities,® including mortgage debt on which 
there may be no personal liability." In view 
of the large amounts of the mortgages, 
losses will seldom fail to be deductible. Basis 
is reduced, however, to the extent of the 
losses realized.* This may result in a sub- 
stantial gain in the event of the sale or 
exchange of a partnership interest even 
though no cash is received, for the selling 
partner’s release from partnership liabilities 
is deemed the equivalent of the receipt of 
cash.” In effect, his ordinary deductions 
become realized as capital gains.” This is 
not too discomfiting a prospect, but this 
realization of gain through the interplay of 
the Code partnership provisions should be 
anticipated. 


If the builder and investors are in high 
tax brackets, these losses, which really rep- 
resent another cost of construction in the 
projection of construction costs by the builder, 
can effect a very large cash saving by re- 
ducing taxes these individuals would other- 
wise pay. 


Oddly enough, where the same group en- 
gages in a continuing building program, the 
full benefits of these deductions are some- 
times lost because the leverage is too high. 
In large projects with 90 per cent mort- 
gages, the deductions for interest, real estate 


%” The sale or exchange of a partnership in- 
terest results in capital gain (Sec. 741) except 
to the extent that Sec. 751, relating to unreal- 
ized receivables and appreciated inventory, 
may be applicable. 
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Taxes are skyrocketing by the most 
vicious and cruelest form of 

all taxation, and that is by periodic 
and almost annual extension of the 
debt ceiling which will eventually 
be the worst form of taxation 

that could possibly come, because 
it could reach the point . . . 
where it would take a bushel 
basket full of our present day 
currency to buy a pair of shoes or 
a loaf of bread.—Representative 
John J. Flynt, Jr. 


taxes and depreciation are often large enough 
to create operating losses in the first years, 
and this situation may occur for a number 
of consecutive years. Thus, during this 
period, income from the earlier building 
may not yet be sufficient to utilize the 
continuing losses from buildings under con- 
struction." Moreover, if an earlier building 
is sold to raise funds for subsequent proj- 
ects, the losses become an offset against 
capital gains income rather than income 
taxable at ordinary rates. Since operating 
losses are offset against the full amount, 
rather than 50 per cent, of capital gain in- 
come, the benefits of the lower rate for 
capital gain transactions are lost.“ This 
factor creates an incentive for promoter- 
builders to retain properties as long as their 
building activities continue, causing them 
to seek additional funds not by the sale of 
properties, but by additional borrowing, 
thereby heightening the leverage factor in 
some cases to dangerous proportions, 


Where sale of the property is the chosen 
course, the tax advisor must ascertain whether 
a corporate seller is in danger of being 
collapsible “ or whether individuals or part- 
ners may be characterized as dealers, so 
that ordinary income rather than capital 
gain would result from the sale.“ Some- 
times stock of a corporation owning a 
large building may be exchanged for stock 
in a publicly owned corporation in a tax- 
free reorganization” as a means of avoid- 
ing the collapsible corporation or dealer 
problems noted above. 

The builder-promoter will frequently seek 
equity capital from investors who have sub- 
stantial incomes from other interests against 
which losses during construction could be 
immediately offset if a partnership or joint 


1 The net operating loss for any taxable year 
may, of course, be carried forward to each of 
the next five years (1954 Code Sec. 172(b)(1) 
(B)). 

#21954 Code Sec. 172(d)(2)(B). 

13 1954 Code Sec. 341. 
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venture were used. However, a look into 
the future is at that time necessary to deter- 
mine whether, during the period of opera- 
tions, a corporation will offer a substantially 
lower tax rate than the individuals’ income 
tax brackets. The corporate form may also 
be elected to utilize the large gross rental 
income of the building to shelter dividend, 
interest or royalty income of a substantial 
amount from the personal holding company 
tax. That tax does not apply unless at least 
80 per cent of gross income is personal 
holding company income; rent is not per- 
sonal holding company income if it comnsti- 
tutes at least 50 per cent of the corporate 
gross income.” Consequently, $100,000 of 
rental income will protect $99,000 of divi- 
dend, imiercst or royalty income from im- 
position of the personal holding company 
tax. 


In the ordinary business situation it is 
common to start out as a partnership dur- 
ing the early, probably unprofitable, stage 
with incorporation following when the cor- 
porate rate begins to look appealing. If 
the unincorporated form is utilized during 
the construction period, with the intention 
to incorporate later, the act of incorporation 
may foreclose the corporation’s right to use 
accelerated depreciation. The double de- 
clining-balance and sum-of-the-years-digits 
methods of depreciation are available in the 
case of property constructed by the tax- 
payer after 1953, but the Treasury regula- 
tions under Code Section 167 provide that 
where the property is transferred by the 
builders to a corporation, the corporation 
cannot use these depreciation methods.” Of 
course, the 150 per cent declining-balance 
depreciation may be elected by the corpora- 
tion,” regaining part of the benefits of ac- 
celerated depreciation. There is also the 
possibility that the partnership or venture 
will be composed not only of high-bracket 
taxpayers, but of persons to whom the con- 
tinuation of the unincorporated form is 
attractive even during the operating—and 
presumably profitable—period. In such case 
it would appear feasible for the high-bracket 
taxpayer to convey his partnership or joint 
venture interest to a corporation while the 
property itself remained owned and oper- 
ated by the partnership or joint venture, the 
constructing entity. In this way it would 
appear that the high-bracket taxpayer achieves 
his tax shelter, the others retain the direct 
access to distributions which the unincor- 


™ 1954 Code Sec. 1221(1). 

% 1954 Code Sec. 368(a)(1)(B). 

16 1954 Code Sees. 541-547. 

1 Reg. Sec. 1.167(c)-1(a) (6). 

% Rev. Rul. 57-352, 1957-2 CB 150. 








porated form offers, and the use of acceler- 
ated depreciation is retained. 


It seems possible that, in certain circum- 
stances, losses may be available during the 
construction period even though a corpora- 
tion is used. The Subchapter S “electing” 
corporation’s income or losses will be taxed 
directly to its shareholders.” This election 
is available, however, only where there are 
no more than ten shareholders, none of 
whom is a corporation, a trust or a part- 
nership.” Given the size and variety of in- 
vesting groups, the election may frequently 
not be available. Moreover, the election is 
not available to a corporation of whose 
gross income 20 per cent consists of rent,” 
so that once the corporation begins to real- 
ize rental income, the election will probably 
become unavailable, even though a loss 
situation makes the election still desirable.” 


The freedom of choice between incor- 
porated or unincorporated forms, however, 
may be limited by the type of financing. If 
FHA financing is sought, one may find that 
the type of security and control required 
by the FHA regulations and administrative 
practice make the use of a corporation man- 
datory if personal liability for the mortgage 
is to be avoided. On several occasions in 
the past, a combination of joint venture, 
title-holding land trust, and special form of 
regulatory agreement has proved acceptable 
to the FHA, at least in Chicago. 


Recently, however, the national office of 
FHA has taken the view that, at the mini- 
mum, title to the real estate must be held 
by a corporation. Even in such circum- 
stances, the joint venture form may be 
attempted, with the corporate title holder 
being viewed as a dummy. If the only func- 
tion of the corporation is to hold legal title 
to real estate, the actual beneficial owners 
will be treated as the owners for tax pur- 
poses. However, if—as may be the case— 
the corporation is required to sign numerous 


documents, borrow the mortgage money and, 
perhaps, even sign leases, it would appear 
that it had engaged in sufficient activity to 
cast grave doubt on its “nominee” inactive 
status for tax purposes. 

If the unincorporated form is chosen, it 
should be carefully organized and documented 
to make certain that it is free from attack 
as an association.. The Code provides for 
the taxation as a corporation of associations, 
that is, unincorporated entities which, by 
reason of the presence of certain elements, 
are deemed sufficiently like corporations 
to be rendered subject to corporate tax.” 
Such elements as continuity of the enter- 
prise despite changes in membership, central- 
ized management or control, free transferability 
of ownership interests, and limitations on 
liability are usually emphasized as being 
indicia of an association.“ In large groups 
of investors, the attempt to achieve order 
and continuity may well lead to loss of part- 
nership status for tax purposes, and great 
care must be taken in drafting the partner- 
ship or joint venture agreement to avoid 
this result. The ordinary limited partner- 
ship usually is thought to offer a happy 
solution to this problem.” 


At the organization of the enterprise, the 
promoter-builder ordinarily faces another 
problem. He may bring to the project the 
idea, the selection of a site and the tech- 
nical knowledge and ability to carry the 
project to completion, but comparatively 
little in the way of cash or property. In 
exchange for this contribution of know-how, 
he wants an interest in the project—a part- 
nership interest or an ownership of stock, 
as the case may be. 


The way in which the promoter-builder is 
given this interest may lead to his realizing 
ordinary income. The regulations under Sec- 
tion 721 of the Code provide, in effect, that 
a partner who is to render services in ex- 
change for an interest in the capital of the 





#1954 Code Secs. 1373(a) and 1374(a). 

1954 Code Sec. 1371(a). 

1954 Code Sec. 1372(e)(5). Note, how- 
ever, that the proposed regulations provide: 

“The term ‘rents’ does not include pay- 
ments for the use or occupancy of rooms or 
other space where significant services are also 
rendered to the occupant, such as for the use or 
occupancy of rooms or other quarters in 
hotels or apartment houses furnishing 
hotel services, or in . . . motor courts, or 
= (Proposed Reg. Sec. 1.1372-4(b)(5) 

v).) 

=There is being presented to Congress by 
the House Ways and Means Committee, for 
consideration at the next session, a liberaliza- 
tion of the Subchapter S rules to allow real 
estate corporations the benefit of the election if 
rents exceed 50 per cent of the gross income 
of the corporation. This, of course, is the 
same test now used in the personal holding 
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company sections with respect to the testing 
of rent as personal holding company income. 
Moreover, the rule against election by the 
shareholders of a corporation which has more 
than one class of stock would be relaxed with 
respect to any preferred stock issued to a 
governmental agency, such as the FHA, which 
requires such stock as its security for insuring 
mortgage financing. 

23 1954 Code Sec. 7701(a) (3). 

™% See, for example, Driscoll, ‘“The Associa- 
tion Problem in Joint Ventures aix Limited 
Partnerships,’’ Proceedings of the New York 
University Seventeenth Annual Institute on 
Federal Taxation (1959), pp. 1067-1095. 

* The Internal Revenue Service has suspended 
the issuance of rulings on the tax status of lim- 
ited partnerships in this area except in very 
clear-cut cases, pending the issuance of regula- 
tions under Sec. 7701(a)(2) and (3). 
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Since very early times, salt 

has been subject to taxation; it 

was the first mineral to 

provide Rome with revenue, the salt 
- coming from works on the banks of 

the Tiber. Cash paid to Roman 

officers and soldiers to 

purchase salt (salarium, whence 

our ‘‘salary"’) was a substitute 

for an allowance in kind. 

—Twentieth Century Fund. 


partnership receives ordinary income at the 
completion of his services in the amount of 
the fair market value of the interest in cap- 
ital which he thus acquires.” Income to the 
promoter can apparently be avoided if he is 
given no interest in the contributed capital, 
but only in the partnership income. This 
can be accomplished by nominal capital 
contributions from all partners, including 
the promoter, with the balance being loaned, 
or by a simple provision in the partnership 
or joint venture agreement that capital in- 
vestment shall first be recovered, after which 
there shall be division of the balance of 
assets among the partners. 


Where the corporate form is used, a 
similar problem arises. Section 35l(a) of 
the 1954 Code, governing the tax-free forma- 
tion of a corporation, provides that “stocks 
or securities issued for services shall not 
be considered as issued in return for prop- 
erty” with the result that the issuance will 
be a taxable event. The regulations under 
the section provide that where the stock or 
securities received are in disproportion to 
the property transferred to the corporation, 
“in appropriate cases” the transaction may 
be treated as if a proportionate distribution 
of stocks and securities had been received 
and had then been used to pay compensa- 
tion.” Aside from the fact that stock in 
many states, including Illinois, may not be 
issued for services to be performed, the pro- 
moter who seeks an ownership interest in 
the corporation without a contribution of 
cash or property will ordinarily realize tax- 
able income. 

The regulations under Section 351 also 
cover a situation where a contribution of 
cash or property is received from the pro- 





** Reg. Sec. 1.721-1(b) (1). 

7 Reg. Sec. 1.351-1(b) (1). 

% Reg. Sec. 1.351-1(b) (1). 

% Another technique sometimes used by. the 
promoter-builder to obtain an interest in the 
project without an equity investment is the use 
of an operating lease. The investor owns 
the property, takes the depreciation deduction 
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moter, but the value of the stock issued to 
him is substantially disproportionate to the 
amount of his contribution in comparison 
with the contributions of the other stock- 
holders.* Consequently, the acquisition by 
the promoter of his anticipated interest in 
the corporation without the realization of 
taxable income may be more difficult in the 
corporate form than in the unincorporated 
form. His attempt to obtain his ownership 
interest by an equal capital contribution made 
possible by a nominal capitalization coupled 
with substantial loans by the investor-share- 
holders runs head-on into the thin-incor- 
poration question.” 


The thin-incorporation problem must fre- 
quently be dealt with in real estate invest- 
ment corporations by reason of a very natural 
desire of the investors to recover a sub- 
stantial portion of their risk capital as quickly 
as possible. The possibility of a compara- 
tively small capital investment coupled with 
substantial loans is, therefore, extremely 
appealing. However, the attempt to satisfy 
this desire will introduce the tax practitioner 
into a field which has been termed by one 
writer an area of “intolerable confusion.” ” 
As this subject in itself could form the basis 
for a paper, no attempt will be made here to 
do more than note the problem. The conse- 
quences of unsuccessfully attempting to 
thread one’s way through the thin-incor- 
poration area would be the disallowance of 
the interest deduction on the debt and the 
taxation of the “repayment of the loan” as 
corporate distributions. It is sometimes pos- 
sible—particularly if a construction project 
will almost “mortgage out”—to make the loan 
repayments in the first few years of the 
building’s operation at a time when there 
are no earnings or profits by reason of 
operation at a tax loss, with the result that 
amounts received by the shareholders, even 
if deemed to be corporate distributions 
rather than repayment of a loan, would be 
deemed to be a return of capital until the 
shareholder’s basis for his stock had been 
recovered. 


An exception must be noted, however, 
where the mortgage loan to the corporation 
“was made, guaranteed, or insured” by the 
federal government or by any agency or in- 
strumentality of it, and where the amount 
of the mortgage loan exceeds the adjusted 
basis of the property. In such case, Section 


and receives a fixed annual return, say 10 per 
cent. The builder’ who leases and operates the 
property under a long-term lease thus has 
the economic risks and benefits associated with 
the actual operation of the property. 

*® Rabkin and Johnson, Federal Income, Gift 
and Estate Taxation, Sec. 35.08(2). 
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312(j), in effect, results in the treatment of 
the distribution as a dividend to the extent 
of such excess even where there are no 
accumulated or current earnings or profits.” 


As construction is completed and the 
operating period begins, a major tax deci- 
sion must be made: the choice of a method 
of depreciation. The choice lies, in general, 
among the straight-line method,” in which 
basis is recovered ratably over the useful 
life of the property in equal annual install- 
ments, and two types of so-called accelerated 
depreciation, namely (1) the declining-bal- 
ance method,” under which a percentage 
rate not exceeding 200 per cent of the 
straight-line rate is applied to the unde- 
preciated balance of the basis in each year 
and (2) the sum-of-the-years-digits method,” 
under which the rate of depreciation is a 
fraction the numerator of which is the prop- 
erty’s remaining useful life at the beginning 
of the taxable year and the denominator of 
which is the total of all the years of esti- 
mated useful life at acquisition. 


Aside from electing among the foregoing 
methods of depreciation, a choice is avail- 
able as to whether the building and equip- 
ment would be depreciated by a composite 
method, or whether such separable items 
as air-conditioning, heating system, eleva- 
tors, boilers, electrical system, plumbing, 
and the like, which have a substantially 
shorter life than the building itself, will be 
itemized and depreciated separately, The 
choice of itemized depreciation will be made 
wherever h'gher depreciation deductions are 
desired in the early years. 


An addit’onal element of accelerated de- 
preciation is offered through Section 179, 
which was added to the Code in 1958. This 
Section allows the taxpayer to elect an 
initial depreciation allowance in the year in 
which there is acquired either new or used 
tangible personal property (other than real 
estate), used in a trade or business and 
having a useful life of six years or more. 
The amount of the extra allowance is 20 
per cent of the first $10,000 of cost per tax- 
payer (or $20,000 on a joint return). A 
corporation is limited to a single allowance 
based on $10,000 of cost, but the instructions 


™In connection with mortgaging out, two 
additional tax consequences, which arise upon 
the transfer of the mortgaged property to a 
corporation, should be noted. One arises under 
Sec. 357(c), which will render taxable a trans- 
fer of mortgaged property to a corporation to 
the extent of the excess of the mortgage debt 
over the adjusted basis of the mortgaged prop- 
erty. The other arises out of the application 
of Sec. 357(b), which provides that the assump- 
tion of liabilities in an otherwise tax-free trans- 
fer of property to a corporation in exchange for 
stock may be treated as the equivalent of the 
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for Form 1065 (U. S. Partnership Returns 
of Income) provide that each partner is a 
separate taxpayer for the purpose of com- 
puting the foregoing allowance, thus giving 
a decided advantage to the partnership in 
this area, In certain types of real estate 
ventures, the purchase of tangible personal 
equipment might be substantial, particularly 
in the case of such ventures as furnished 
apartments, hotels and motels. 


The accelerated methods give substan- 
tially larger deductions in the earlier years. 
It is during these same years that interest 
deductions are at the highest so that taxable 
income may be kept at a minimum. Even a tax 
loss may be generated although a cash throw- 
off is available by reason of the fact that 
the annual deduction for depreciation ex- 
ceeds the annual amortization of the mort- 
gage. To the extent that taxes are deferred 
through the acceleration of depreciation to 
some year in the future when depreciation 
deductions are lowered, tax-free funds are 
made available and the use of this money 
has substantial value. Also, many investors 
look forward to the sale of the property 
when the annual depreciation deductions 
begin to taper off or become less than the 
annual mortgage amortizations. In such 
event the effect of the acceleration of the 
depreciation is to convert ordinary income 
into capital gain, the deductions having 
been taken at ordinary income rates while 
the tax payment on the gain is ordinarily 
at capital gain rates. Moreover, if an in- 
vestor holds the property until his death, 
the step-up of basis at death will enable 
his estate or heirs to avoid the capital gains 
tax on subsequent sale to the extent of 
appreciation in value occurring prior to 
death.” In any event, the annual cash flow 
resulting from the excess of depreciation 
over amortization is received by the real 
estate owner free of current taxes and, to 
that extent, may be thought of as being re- 
ceived “tax free.” 


The following two examples indicate the 
way in which high depreciation deductions 
and relatively low amortization of the mort- 
gage debt during early years of the owner- 
ship of the property may result in a flow 
of tax-free cash. 


receipt of money by the transferor where the 
principal purpose of the transferor with re- 
spect to the assumption of liability was to 
avoid federal income tax on the exchange. See 
W. H. Weaver, CCH Dec. 23,616, 32 TC —-, No. 
40 


#21954 Code 


Sec. 167(b)(1); Reg. Sec. 
1.167(b)-1. 
%1954 Code Sec. 167(b)(2); Reg. Sec. 
1.167(b) (2). 
%1954 Code Sec. 167(b)(3); Reg. Sec. 
1.167(b) (3). 


® 1954 Code Sec. 1014. 
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The cost to American business concerns 
of complying with federal, state 

and local tax authorities is high and 
can be expected to go higher, 
according to 222 manufacturing 
companies cooperating with the 
National Industrial Conference Board 
in a recent survey. 


Let us assume, for example, an FHA 
project having a total cost of $1 million, 
including the land; a 5% per cent 25-year 
level-payment mortgage of $900,000; and a 
building cost for depreciation purposes of 
$900,000, with a useful life of 40 years. If 
sum-of-the-years-digits depreciation were 
used, annual amortization on the mortgage 
would not exceed the amount of the depre- 
ciation deduction until the thirteenth year. 
Thus, if the building were operating on a 
profitable basis, there would be a tax-free 
cash throwoff in a constantly declining 
amount for 12 years. During this time, the 
aggregate depreciation deductions would 
total $495,000, whereas the amount of mort- 
gage amortization would be $388,000, re- 
sulting in a tax-free cash throwoff of $97,000, 
an amount almost equal to the entire equity 
investment. By contrast, if straight-line 
depreciation were used, annual mortgage 
amortization would begin to exceed the 
depreciation deduction in the sixth year. 


If the term of the mortgage were 20 
years instead of 25 years, the period in which 
depreciation exceeds amortization would be 
reduced substantially, ending in the eighth 
year if the sum-of-the-years-digits method 
were used, with a tax-free throwoff of 
$53,000. On the other hand, if straight-line 
depreciation were used, the amortization 
would exceed depreciation in the first year. 


In a conventionally financed project cost- 
ing $1 million, with a 5% per cent, 25-year 
level-payment mortgage of $700,000, and 
with a basis for depreciation of $900,000 
over a 40-year life, the amori-zation does 
not begin to exceed the depreciation until 
after the fifteenth year. During these 15 
years, depreciation deductions would aggre- 
gate $543,000, and the mortgage principal 
payments would total $306,000, giving a tax- 
free return during this period of $243,000, 
an amount equal to approximately 81 per 
cent of the total equity investment. 


Business factors will largely determine 
the choice of depreciation method. If the 
property is owned by a partnership or joint 
venture whose members have substantial 
income from other sources, the heavy early 
depreciation deductions will have great ap- 
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peal. On the other hand, if the corporate 
form is being used, the choice of deprecia- 
tion methods will be governed by the pro- 
jections of anticipated income from the 
property. The election of accelerated depre- 
ciation, in such case, would be avoided 
where it could be anticipated that loss 
carry-forwards from the construction pe- 
riod and losses which might be generated 
in the early years of operation would not be 
capable of being utilized by the corporation 
during the five-year carry-forward period 
during which those losses would be available. 

As has already been noted, many real 
estate investors operate on the premise that 
when the annual amortization of the mort- 
gage begins to exceed the annual deprecia- 
tion deductions, they must refinance the 
property or sell it. At that point, they regard 
themselves as investing additional equity 
money in the property in view of the fact 
that they are paying tax on cash which they 
have not received, namely, the amount of 
the principal payment which was not cov- 
ered for tax purposes by the depreciation 
available during the year. This, of course, 
represents a business decision which again 
depends entirely upon the investment phi- 
losophies of the owners of the property. The 
attitude noted once more places an extreme 
emphasis on the desirability of a high-lever- 
age situation. The choice between refinanc- 
ing or sale, as has been previously noted, 
may be influenced by whether the investor 
is still accumulating losses from the con- 
struction of additional properties. 


To summarize: 


If the investor seeks high leverage upon 
the assumption that the economy will con- 
tinue to expand, by the joint use of several 
tax planning devices it has become possible 
to (1) undertake a construction program in 
the partnership or joint venture form en- 
abling the investors to offset losses during 
construction against income arising from 
other interests, (2) choose a method of de- 
preciation when the building is completed 
which, together with the deduction of inter- 
est payments on the mortgage, generates 
additional losses while the investor realizes 
a cash profit and (3) sell or refinance the 
property when the amortization exceeds the 
depreciation and interest deductions, 


Tax planning to accomplish these ends is, 
as has been noted, not without pitfalls, and 
the economic path thus charted is not with- 
out risk. The builder-investor must not 
only know his business—how to build, fi- 
nance and rent or sell—but he must be a 
prophet of economic conditions if he seeks 
maximum tax benefits at each step along 


the way. [The End] 
1125 





Capital Expenditures 
v. Current Deductions 


By THOMAS J. GRAVES 


The author is a partner, 
executive office, Haskins & Sells, 
New York City. 


rTM HE CONCEPTS underlying the dis- 

tinctions between expenditures that must 
be treated as additions to capital and those 
that are available as current deductions are 
easily stated and have been well understood 
for many years. However, their application 
is sufficiently uncertain that they continue 
to be the subject of litigation. Some of this 
litigation stems from attempts on the part 
of taxpayers to salvage deductions that 
might not have been questioned if the ex- 
penditures had been made only after careful 
planning. It more often happens, however, 
that a particular series of expenditures re- 
flects elements of both capital investment 
and currently deductible expense. The con- 
flicting interests of the taxpayer and the 
tax collector make it difficult to fit the facts 
within one of the simple rules or one of the 
many precedents that are available. Since the 
facts—in other words, the circumstances under 
which expenditures are made—are subject 
to some degree of control, each business 
enterprise should find it profitable to estab- 
lish policies that recognize, in advance, the 
distinctions that must be faced in account- 
ing for repairs, maintenance, improvements, 
acquisitions, and other expenditures that 
might benefit future operations. 


The nature of each expenditure is the 
primary basis for determining whether it 
should be viewed as capital or as a deduc- 
tion. This is the theoretical approach that 
can be learned quickly from an examination 
of the Code and the regulations, and some 
of the early cases. It frequently happens, 
however, that the treatment accorded an ex- 
penditure and the circumstances under which 
it is made change, in practice, what other- 
wise might have been the apparent tax result. 


1 Illinois Merchants Trust Company, Executor, 


Estate of William R. Manierre, CCH Dec. 1452, 
4 BTA 108 (acq.). 
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In addition to these distinctions of theory 
and of practice, which are the subject of 
this discussion, there are, of course, certain 
options that have been provided in the In- 
ternal Revenue Code. They are more in 
the nature of Congressional grants than ex- 
pressions of the principles with which we 
are concerned. 


Distinctions Based upon Nature 
of Expenditure 


In one of the earlier cases on this subject 
the Board of Tax Appeals expressed the 
basic distinctions so aptly that its opinion 
is still quoted whenever there is an attempt 
to present a concise outline of the principles 
that must be considered. In the J/linois Mer- 
chants Trust Company case, the Board said: 


“In determining whether an expenditure 
is a capital one or is chargeable against 
operating income, it is necessary to bear 
in mind the purpose for which the expendi- 
ture was made. To repair is to restore to a 
sound state or to mend, while a replacement 
connotes a substitution. A repair is an ex- 
penditure for the purpose of keeping the 
property in an ordinarily efficient operating 
condition. It does not add to the value of 
the property, nor does it appreciably pro- 
long its life. It merely keeps the property 
in an operating condition over its probable 
useful life for the uses for which it was 
acquired. Expenditures for that purpose are 
distinguishable from those for replacements, 
alterations, improvements or additions which 
prolong the life of the property, increase its 
value, or make it adaptable to a different 
use. The one is a maintenance charge, while 
the others are additions to capital invest- 
ment which should not be applied against 
current earnings.” * 


The Code does not deal directly with the 
allowance of a deduction for repairs, main- 
tenance, and similar current expenses. Un- 
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der the statutory pattern they are allowable 
as ordinary and necessary expenses paid or 
incurred in carrying on a trade or business * 
or for the production or collection of income 
or the management, conservation or main- 
tenance of property held for the production 
of income.’ Other than the requirement 
that they must be ordinary and necessary, 
and for the broad purposes stated, there is 
no statutory indication of the nature of the 
items acceptable as current deductions. Limits 
are drawn indirectly, however, by a prohibi- 
tion against deductions for any amount paid 
out for new buildings or for permanent im- 
provements or betterments made to increase 
the value of any property or estate, or ex- 
pended in restoring property or in making 
good the exhaustion thereof, for which an 
allowance has been made.‘ 


The regulations supplement these broad 
statutory outlines by providing that deduc- 
tions shall not be allowed for amounts paid 
or incurred to add to the value, or sub- 
stantially prolong the useful life, of property 
owned by the taxpayer or to adapt property 
to a new or different use.’ Thus capital ex- 
penditures are distinguished generally from 
incidental repairs which neither materially 
add to the value of the property nor appreci- 
ably prolong its life but keep it in an ordi- 
narily efficient operating condition.’ 


Although these distinctions are, for the 
most part, stated in terms of property addi- 
tions, repairs and maintenance, the principles 
they reflect are appropriate for application to 
other types of expenditures that might create 
assets having lives or values that would extend 
beyond the year of the expenditure. 


These principles have been considered by 
the courts on many occasions. It would be 
fruitless to attempt to catalogue all of the 
different circumstances’ under which they 
have been applied because this would merely 
present variations in the interpretation of 
facts rather than in the principles themselves. 
However, an examination of some typical 
cases should help to provide a better under- 
standing of the various elements of the basic 
distinctions. 


Prolonging Life of Asset 


One of the elements stated in the Jilinois 
Merchants Trust case is that an expenditure 
is not deductible if it prolongs the life of 
a depreciable asset beyond its probable use- 
ful life for the uses for which it was acquired. 
In that case a sudden lowering of the water 


2 Code Sec. 162(a). 

§ Code Sec. 212. 

* Code Sec. 263(a). 

5 Regs. Sec. 1.263(a)-1(b). 
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level in the Chicago River exposed founda- 
tion piling to air, causing it to rot and 
threatening the stability of the building that 
it supported. Because of this condition, ex- 
traordinary measures were necessary, Con- 
crete supports were inserted in place of the 
rotted piling between the water level and 
the floor of the building. The Commissioner 
contended that this extended the life of the 
building. In holding for the taxpayer, the 
board’ pointed out very clearly that the type 
of extension that might have prevented de- 
ductibility would have been an extension of 
the normal useful life and not just an ex- 
tension of the shortened life resulting from the 
condition being corrected by the expenditure. 


An excellent recent example of this ap- 
proach is found in a case involving a tax- 
payer who was allowed a deduction for new 
engines put into an aging ship bottom.’ 
Because of the condition of the ship, its 
expected life was extremely short. Although 
the engines may have had a somewhat longer 
life, their period of usefulness was limited 
by the life of the ship. Therefore, there 
was no extension beyond the original pro- 
jected life and the deduction was allowed. 
Presumably, any increase in salvage value 
resulting from such an installation would 
have to be recognized in any decision as to 
the deductibility of the entire cost. Appar- 
ently there was no such problem in this case. 


Increase in Value of Asset 


Another element of distinction between 
capital and expense is that even though 
there may be no extension of life, an ex- 
penditure is not deductible if value is added 
to the asset being repaired. This refers, of 
course, to value over and above that ordi- 
narily expected of the particular asset at the 
time of repair; it does not refer to a res- 
toration of value to the level ordinarily 
expected where expenditures are made to 
overcome abnormal deterioration or loss of 
value. Thus, in the case of the engines in- 
stalled in the aging ship, there was a very 
real addition to its value. Without the en- 
gines the ship would have been useful only 
as scrap but with them it continued to be 
useful for the purpose for which it was 
originally intended. This is not the type of 
addition to value that the rule seeks to pre- 
vent; it served only to restore the property 
to an ordinary operating condition. 


There may be no such increase in value 
even in cases where, instead of a replace- 


* Regs. Sec. 1.162-4. 
' Phillip Shore, CCH Dec. 23,734(M), 18 TCM 
721 (1959). 
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ment of a deteriorated portion of the prop- 
erty, there is actually a physical addition. 
An example of this occurred in the American 
Bemberg Corporation case,® where a deduc- 
tion was allowed for approximately $1 mil- 
lion spent over a period of two years in an 
elaborate program of drilling and grouting 
that was undertaken to stabilize a building 
located on an eroding subsoil base. The 
work resulted in a substantial addition to 
the substructure on which the building rested. 
Even though these expenditures would have 
been capitalized if they had been made at 
the time the building was constructed, the 
court held that they could be deducted be- 
cause they served only to meet a ueed that 
occurred later and that was not evident 
originally. 


Adapting Asset to Different Use 


An expenditure also may have to be cap- 
italized if it makes an existing asset adapt- 
able to a different use. There need not be 
an accompanying extension of the life of the 
asset but it is difficult to separate this test 
from that of an increase in value. For ex- 
ample, if a machine were converted from use 
in one manufacturing process to use in an- 
other, there might be no increase in its useful- 
ness or value. To require capitalization would 
seem to be unwarranted, perhaps on the as- 
sumption that without the conversion an 
actual loss of value would have occurred. 
However, capitalization probably would be 
required, even in the absence of an increase 
in intrinsic value, if the converted asset be- 
came more valuable to the taxpayer in its 
use in his business.’ 


Repairs and Maintenance 


Where an expenditure merely keeps property 
in an ordinarily efficient operating condition 
through incidental repairs and maintenance, 
it need not be capitalized—even where the 
repairs are in the nature of replacements. 
Capitalization of replacements is not neces- 
sary unless normally expected deterioration 
is arrested and the life of the property is 
prolonged.” 

The difference between keeping property 
in efficient operating condition and putting 
it in that condition is important. In one 
recent case the taxpayer bought a deteri- 
orated building for $11,000 and then spent 
about $22,000 to rehabilitate it. He capital- 
ized about $5,000 of the expenditures but 
attempted to deduct the rest on the basis 


that he was merely making repairs that 
should have been made by the previous 
owner over a period of years. Although ex- 
penditures for delayed maintenance some- 
times carry the implication of rehabilitation 
and of prolonging life, the expenditures in 
this case might have been allowed if there 
had not been a change of ownership. The 
amounts represented such things as remov- 
ing rubbish, roof and gutter patching, paint- 
ing, plastering, replacing doors and flooring, 
and new cement steps and driveway, but the 
court took the view that each of these items 
should be viewed as part of a whole project 
which had the effect of putting rather than 
keeping the property in efficient operating 
condition.” 


This situation, where the improvements 
had the effect of changing the nature of the 
building acquired, was distinguished by the 
court from an earlier case where major ex- 
penditures, by a continuing owner to restore 
property to a normal level of maintenance, 
were allowed as a deduction.” 


The first of these two cases is a good 
illustration of the importance of the word 
“incidental” in connection with repairs and 
maintenance, and of the type of situation 
that results when repairs are permitted to 
accumulate until they have an effect of re- 
habilitation when they are finally made, It 
is likely that each one of the items men- 
tioned would have been deductible if done 
separately and not as part of a general pro- 
gram of restoration. 


Other Expenditures Chargeable 
to Future Periods 


Although the distinctions between capital 
expenditures and current deductions have 
been discussed up to this point largely in 
terms of expenditures in connection with 
tangible property used in a trade or busi- 
ness, the concepts that have been so well 
developed in the regulations, rulings and 
decisions in that area apply as well to other 
types of expenditures that create measurable 
asset values that can be definitely related 
to later years. 


The application of these principles to ex- 
penditures for prepaid expenses frequently 
is uncertain. However, this uncertainty seems 
to derive from a lack of certainty as to the 
availability of future benefits rather than 
from a lack of certainty as to the appro- 
priateness of the principle of deferral. For 
example, in dealing with the costs of ad- 





*CCH Dec. 16,268, 10 TC 361 (nonacq.). 

* Difeo Laboratories, Inc., CCH Dec. 16,350, 
10 TC 660 (acq.). 

*” Regs. Sec. 1.162-4. 
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11 Stoeltzing v. Commissioner, 59-1 ustc { 9444, 
266 F. 2d 374 (CA-3). 

2% Southern Railway Company v. Commis- 
sioner, 35-1 ustc { 9066, 74 F. 2d 887 (CA-4). 
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vertising in the form of catalogues that 
would be usable in future periods, the Sixth 
Circuit reversed a holding of the Tax Court 
that the costs were capital expenditures sub- 
ject to an allowance for exhaustion.” In its 
reversal the Court relied heavily on the rule 
that an expense cannot be capitalized in the 
absence of evidence showing with reason- 
able certainty the benefits resulting in later 
years. It is interesting to note that the Tax 
Court refused to be swayed by this reversal 
and reasserted its original position in a 
similar case that was decided earlier this 
year.” 


The difficulty in dealing precisely with 
prepaid expenses is recognized even in the 
regulations. Where a taxpayer carries inci- 
dental materials or supplies for which there 
is no record of consumption and: no physical 
inventories, the regulations provide that pur- 
chases may be deducted in the taxable year 
made, provided that income is clearly reflected.” 


Another type of expense that might have 
to be capitalized, depending on the circum- 
stances, is the cost of moving equipment 
from one location to another or of rearrang- 
ing it within an existing plant. In general, 
where there is nothing more than a re- 
arrangement and there is no related program 
of physical improvements in progress, the 
moving expense is deductible. However, 
where a rearrangement is an integral part 
of an improvement that must be capitalized, 
it may be that the moving expense would 
have to be capitalized.” Although the line 
is a difficult one to draw and some of the 
court decisions are difficult to reconcile, 
where the move is related to an improve- 
ment program but is not directly a part of 
a physical addition or a change, the expense 
of moving might not have to be capitalized. 
For example, in one case where equipment 
was moved from several locations to a new 
plant, the Tax Court held that the moving 
cost was not a capital expenditure.” 


Deferrals because of future benefits have 
to be considered in connection with expendi- 
tures for intangibles as well as expenditures 
for tangibles. Thus, it is well recognized 
that the cost of obtaining a long-term lease 
has to be capitalized and deducted over the 
period of the lease. Similarly, the cost of 
a license for a fixed period is to be amor- 
tized to its termination. 


The problem of dealing with the amor- 
tization of intangibles frequently is compli- 
cated by uncertainty as to their useful lives. 
Where this uncertainty exists, instead of 
permitting immediate deduction, the usual 
result is that there is an implication of in- 
definite usefulness and no amortization is 
permitted. Therefore, the cost is deferred 
indefinitely until a loss of value can be 
demonstrated.: No depreciation deduction is 
allowable with respect to good will and an 
allowance for loss of value will not be per- 
mitted solely on the basis of an unsupported 
opinion of the taxpayer as to the limited 
useful life.“ Although licenses and fran- 
chises frequently are granted for limited 
terms, where the circumstances show that 
these terms are normally extended and where 
the taxpayers’ operations reflect an expecta- 
tion of extensions, the expiration dates are 
disregarded and the costs of obtaining the 
licenses and franchises are viewed as being 
for indefinite periods and, therefore, not 
subject to amortization.” 


Application of Rules 
to Practical Situations 


Perhaps the most important practical sug- 
gestion that could be made is the one made 


‘at the beginning of this discussion. If maxi- 


mum tax advantages are to be obtained, it 
is essential that there be an adequate study 
of the impact of these broad rules upon the 
day-to-day operations of each business, and 
that this study be used as a basis for plan- 
ning the manner of making and accounting 
for those expenditures that might have a 
dual nature. 


Advance planning is particularly important 
where similar expenditures are expected to 
occur from year to year. Recent develop- 
ments with respect to tax accounting methods 
and changes in tax accounting methods have 
tended to emphasize the importance of con- 
sistency as a basis for justifying continuing 
practices that might not be theoretically 
perfect but that achieve sound practical re- 
sults and do not materially distort income. 


Short-Lived Assets 


Although an expenditure might be capital 
in nature, the regulations sanction its deduc- 





3H. H, Sheldon & Company v. Commissioner, 
54-2 ustc {| 9526, 214 F. 2d 655 (CA-6). 

™% Best Lock Corporation, CCH Dec, 23,508, 31 
TC 1217. 

% Regs. Sec. 1.162-3. Also see the second 
sentence of Regs. Sec. 1.461-1(a)(2). 

1% For a review of this question see an article 
by Sidney B. Palley, ‘“‘Moving and Rearrange- 
ment Expense,’’ 36 TAXES 189 (March, 1958). 
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11 Addressograph-Multigraph Corporation, CCH 
Dec. 14,387(M), 4 TCM 147. 

18 Regs. Sec. 1.167(a)-3. 

” Morris Nachman, CCH Dec. 17,072, 12 TC 
1204, aff'd, 51-2 usrc 19483, 191 F. 2d 934 
(CA-5). 
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tion where it is for property that does not 
have a useful life substantially beyond the 
taxable year.” In practice, this rule has 
been stretched to apply, as well, to assets 
with lives that might extend beyond the 
taxable year but that would ordinarily ex- 
pire within a year of use. 


A good recent example of the Commis- 
missioner’s recognition of this extension 
of the one-year rule is available in a reve- 
nue ruling in which it was held that tires 
and tubes, purchased on new commercial 
trucking equipment and used in motor 
freight transportation, are deductible when 
purchased if they are consumable within 
the taxable year or their average life is 
less than a whole year—even though that 
year of use extends in part into the next 
taxable year." (Although it was not stated 
in the ruling, the year of use would seem 
to be based upon the taxpayer’s experience 
and not upon the intrinsic useful life of 
the particular item.) 


This suggests not only that there should 
be no capitalization of such short-lived 
assets but also that, wherever possible 
expendable attachments should be pur- 
chased separately from the equipment on 
which they are to be used. A review of 
machinery and equipment acquisitions may 
reveal a number of high-wear components, 
such as rollers and belts, that are suffi- 
ciently separable to allow immediate deduc- 
tion of the portion of the purchase price 
allocable to them. The degree of separ- 
ability required is not clear, particularly 
in view of the emphasis in the Commis- 
sioner’s ruling on the fact that truck tires 
are not a part of the truck’s mechanism, 
closely interrelated with other parts and 
affected by those parts in their wear and 
tear. Presumably, this aproach would pre- 
vent similar treatment for component items 
such as valves, bearings and piston rings. 


Size of Expenditure 


It is not uncommon to find that the 
Internal Revenue Service has accepted situ- 
ations where routine small purchases of 
capital items are deducted in an attempt 
to reduce the work of accounting for them. 
These deductions might include purchases 
of items with lives of moderate length but 
with small unit value as well as purchases 
of items with short lives. For example, 
some companies have a rule that purchases 
of office equipment of less than some stated 
amount are to be charged to expense. 
Where this rule has been followed consist- 


ently, it represents an established accounting 
practice. It is doubtful that the Commis- 
sioner would seriously attempt to upset such 
a practice as long as it is not abused and 
does not result in a distortion of income 
from year to year. Of course, if purchases 
were fractionalized in order to come within 
the rule, such as might be the case if 
separate but simultaneous purchases were 
made of 100 identical folding chairs, the 
argument of consistency and immateriality 
would not be helpful. 


Minor Replacements 


The size of the expenditure is also im- 
portant when considering the treatment to 
be given replacements. Ordinarily, replace- 
ments of minor parts within a unit should 
be deductible but major replacements that 
would result in an extension of life have 
to be capitalized. A good example is the 
replacement of the motor of a truck with 
a newly purchased rebuilt motor as com- 
pared with a series of repairs and parts 
replacements for the original motor which 
would be deductible unless they had the 
effect of a complete overhaul. In view 
of the deductibility of the minor replace- 
ments and repairs, it may be better to per- 
mit them to be made, as required, over a 
period of a year or two—even though they 
might be slightly more expensive than a 
complete replacement. 


Repair Strategy 


In a sense, this is an argument for con- 
tinuing maintenance instead of periodic at- 
tempts to overcome deferred maintenance 
through major repair programs. The closer 
the program comes to a complete over- 
hauling of the equipment, the more likely 
it will be that the expenditure will have to 
be capitalized. 


For the same reason it is important that 
repairs be separated from improvements. 
This is not so much a question of the 
nature of the repairs themselves as it is 
a question of the interpretation of the facts 
when a repair is made as part of an im- 
provement program. It is far better to re- 
strain our natural desire to see the tangible 
results of a complete rehabilitation and to 
time the minor replacements and repairs 
in such a way as to permit them to be 
deductible. In those cases where a con- 
current program of repair and renovation 
cannot be avoided, it is important that the 
fact and nature of the repairs and their 
separability from the renovation be well 





* Regs. Sec. 1.263(a)-2(a). 
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documented. This is largely a matter of 
the proof that will be necessary several 
years later to convince an agent as to what 
was done at the time. 


Construction 
of New Facilities 


When new facilities are constructed in- 
stead of being purchased, the accounting 
may have a great deal to do with their 
treatment. Assume that a plan is developed 
to construct and install a new type of equip- 
ment for a new process of production, and 
that this equipment is not readily available 
in the commercial market. While the ac- 
tual construction and installation should 
be capitalized, there is no reason why the 
investigation, research and experiments 
leading to the development of the new equip- 
ment and its adaptation to the process 
should not be deductible as research ex- 
pense. If this possibility is recognized in- 
itially and there is appropriate accounting, 
there should be no problem. If all of the 
charges are merged into one work order, 
however; it may be impossible to convince 
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ASE TWO YEARS AGO when the 
Internal Revenue Service released the 
1957 individual income tax forms, it pro- 
jected into the tax limelight the matter of 
employee expense accounts. It had been 
general knowledge for some time that the 
Service was concerned with the tax avoid- 
ance opportunities inherent in lavish ex- 
pense accounts with little or no accounting 
for actual expenses by the employee either 
to his employer or to the government. The 
release of the 1957 tax forms was followed 
almost immediately by protests from em- 
ployers and employees, whose objections 
were directed primarily to the fact that the 
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anyone several years later that they should 
not all be capitalized. 


Other Acquisitions 


The importance of making a proper rec- 
ord is particularly evident from a reading 
of the cases having to do with property 
purchases. One cannot help reaching the 
conclusion’ that many of these cases could 
have been avoided if the taxpayers had 
just taken some simple precautions. Many 
cases involving the allocation of basis be- 
tween capital items and deductibles reflect 
a failure to specify the portion of the pur- 
chase price that should apply ‘to each. Al- 
though unreal allocations might be set aside, 
in most cases a very high regard is given 
to the prices that are agreed upon between 
a buyer and a seller. This becomes even 
more important when some portion of the 
allocation might be made to nondepre- 
ciable capital assets, such as good will. Just 
as in purchases and subsequent improve- 
ments of used property, there is a great 
deal to be gained by applying a little 
foresight. [The End] 


tax form and instructions required every 
employee who received expense money or 
incurred expenses in connection with his 
employment to make a complete, detailed 
report of his expenses and to include all 
reimbursement in income. 


It was a matter of public knowledge that 
the Internal Revenue Service adopted a 
“get tough” policy in order to prevent tax 
avoidance by the man with the very large 
expense account and the man with the 
flat monthly or yearly expense allowance. 
However, soon after the 1957 forms were 
released, the Service recognized that a 
requirement of complete reporting by all 
employees in order to expose a few was 
impractical and objectionable since it placed 
an unreasonable burden of record-keeping 
both on employers and on employees. The 
Service quickly relaxed the 1957 requirements. 
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During the intervening two years from 
1957 to date, the Service has issued a num- 
ber of announcements, rulings and regula- 
tions relating to employee expense accounts. 
The most important is T. D. 6306, I. R. B. 
1958-37, 10, which contains the final regu- 
lations under Section 162 and which relates 
to the reporting and substantiation of travel- 
ing and other business expenses of em- 
ployees. This has been a period during 
which the Service has developed a set of 
rules which have as their objective facilitat- 
ing the detection by the Service of abuses 
and tax avoidance without placing an undue 
burden on the rank-and-file employee. 


No doubt a great deal of thought and 
effort has been given to the development 
of these rules and regulations as they now 
stand, and from all indications it would 
appear that the Service will require strict 
compliance therewith. Recently, an im- 
portant person in the Treasury Department 
publicly announced that if these new rules 
do not achieve the desired objective, the 
Service may be forced to reinstate the rigid 
and burdensome requirements of the 1957 
return. It is certain that compliance with 
the regulations will discourage or disclose 
any tax avoidance; however, whether such 
compliance by the individual taxpayer will 
prove burdensome depends to a large de- 
gree upon the kind of expense account 
arrangement present in his case. 


Most employers and employees are now 
anxious to have an expense account pro- 
cedure or arrangement which will minimize 
the amount of record-keeping both by the 
employer and by the employee; which will 
place the least amount of burden on the 
employee in the preparation of his tax 
return and, yet, will comply strictly with 
the requirements and the spirit of the regu- 
lations; and which will keep the employee's 
tax at a minimum. 


The most logical approach to the subject 
of employee expense accounts is (1) to re- 
view the rules as they now stand and 
(2) to apply these rules to the more common 
expense account procedures and arrange- 
ments to indicate some of the burdens of 
reporting and record-keeping that still rest 
on the employee and his employer and some 
of the areas of doubt that still exist. 


The term “employee expense account” is 
a convenient one to describe all arrange- 
ments and conditions under which the em- 
ployer makes payments to the employee or 
others on account of expenses incurred. 
It also includes arrangements under which 
the employee makes payments on account 
of expenses incurred on behalf of his em- 
ployer or in connection with his employ- 
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ment, whether or not he is reimbursed 
therefor. “Travel and entertainment ex- 
penses” is a similar term often used to 
describe this same area. In other words, 
in referring to the “employee expense ac- 
count” we are concerned with more than 
just that weekly or monthly report often 
referred to as the “swindle sheet.” 


I believe that it is important that we 
first review the technical rules under Sec- 
tion 62 and Section 162 insofar as they 
relate to where in the employee’s tax return 
these expenses should be deducted. Some 
of the expenses that are generally included 
in the broad term “travel and entertainment 
expenses” are deductible in arriving at ad- 
justed gross income. Others are deductible 
as itemized deductions along with charitable 
contributions, medical deductions, etc. 


Section 62 allows taxpayers to deduct 
certain of these expenses in determining 
their adjusted gross income. These deduc- 
tions are generally referred to as “page 1 
deductions,” since they are used as a reduc- 
tion of gross income on page 1 of the tax 
return to arrive at adjusted gross income. 
Under Section 62 there are four categories 
of employee’s expenses which can be claimed 
as page 1 deductions, They are: 


(1) Reimbursed expenses to the extent of 
the amount of reimbursement. This includes 
all types of expenses so long as they are 
reimbursed by the employer. Such items 
as stationery, cost of public stenographers, 
theater tickets for customers, etc., are in- 
cluded and deductible as page 1 deductions 
if reimbursed. 


(2) Travel, meals and lodging while away 
from home. These items are deductible as 
page 1 items whether or not the employee 
is reimbursed therefor. 


(3) Transportation expenses. This term 
relates to local transportation expenses, 
which are not the same as travel expenses 
away from home. It covers such items as 
taxi fares in the home city in connection 
with business. Also, there are included the 
expenses of the employee’s automobile to 
the extent used in connection with local 
business calls. 


(4) Outside salesman’s expenses. If an 
employee qualifies as an outside salesman, 
he may deduct all of his expenses on page 1 
regardless of whether he is reimbursed or 
not, An outside salesman is one who solic- 
its business as a full-time salesman for his 
employer away from his employer's place 
of business. 

It is to be noted that there are certain 
expenses which, if not reimbursed, may not 
be claimed as page 1 items except by an 
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The ever-hopeful fisherman will 

soon be matching wits again with the 
trout, bass, yellowtail, barracuda 
and other game fish. . . . The fish 
has little background that 

enables it to evaluate the risks 
involved if it rises to the 

bait. . . . The Congress, in 1958, 
created a new taxpayer lure and 
called it Subchapter S. . . . Itis 
hoped that those taxpayers who 

rise tothe . . . lure will 

enjoy a hearty repast of tax 

savings and other advantages under 
Subchapter S$ and will not become 
impaled on any of the multiple 
barbs that lie concealed in the 
statutory framework.— 

Arthur B. Willis in the July, 1959 

U. C. L. A. Law Review. 


outside salesman; for example, dues of 
professional societies, business Christmas 
cards, etc., are deductible under Section 162 
as part of the itemized deductions on page 2 
of the return. These are generally referred 
to as “page 2 deductions.” Whether de- 
ductions are claimed on page 1 or page 2 
may make a difference in the taxpayer’s 
final tax bill, due to several provisions in the 
Code; for example, if the standard deduc- 
tion is claimed in lieu of the itemized deduc- 
tions on page 2, any unreimbursed employee’s 
expenses which are page 2 deductions may 
not be beneficial. Also, since the amount of 
contributions and medical deductions is 
limited in relation to adjusted gross income 
as shown on page 1 of the return, whether 
an item is claimed on page 1 or page 2 
may affect the amount of the deduction 
allowable for contributions and medical 
expenses. 


So far we have been concerned only with 
where in the tax return an employee’s ex- 
penses should be deducted. This is not the 
major problem; yet, it is an important point 
if the employer desires an employee ex- 
pense account arrangement which will mini- 


mize the employee’s tax. What is more 
important is whether an individual need 
list his travel and entertainment expenses 
in his tax return. If he accounts to his 
employer for all of the’ expenses, the em- 
ployee need not list the expenses in detail 
unless they exceed reimbursement and he 
wishes to claim the excess as a tax deduc- 
tion. In all cases in which he does not 
account to his employer, whether or not the 
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employee is reimbursed he is required to list 
his expenses in detail. 


A discussion of the subject of expense 
account arrangements divides itself into 
two broad areas, namely, (1) those which 
relate to the rank-and-file employee and 
(2) those which relate to the key executive 
and the employee who also is the principal 
stockholder. 

Generally, the first group is characterized 
by the employer’s intention and willingness 
to reimburse the employee for each and 
every dollar of expense; however, in most 
cases the nature of and the necessity for the 
expense will have to be reported and will 
be closely scrutinized by the employer. 


As to those in the second group, the 
matching of expenses and reimbursements 
and the accounting for and scrutiny of ex- 
penses vary substantially from one employer 
to another. 


Many employers, in order to relieve the 
employee of the necessity for keeping de- 
tailed records, either now have or would 
like to have expense account arrangements 
with their employees under which the em- 
ployees are not required to report reim- 
bursements as income or to list expenses 
either in detail or in total. This is possible 
if two conditions exist, namely, (1) that the 
employee account to his employer for all 
deductible travel and entertainment ex- 
penses and (2) that his reimbursements are 
at least equal to the total of these expenses. 
Under these circumstances the employee 
only need answer two questions on the tax 
return in the affirmative, and include a 
statement to the effect either that the reim- 
bursement did not exceed expenses or that 
any excess of reimbursements over expenses 
is included in gross income. This appears 
to be a simple and readily understandable 
rule and one which should create no hard- 
ship to the employee. However, many 
expetise account arrangements now in ex- 
istence will not permit filing under this 
rule; and even if they do, there are a 
number of questions which could arise. 


The term “reimbursement” includes all 
payments made to the employee whether 
he (1) receives an advance before leaving 
on a trip, (2) is paid the exact amount 
shown on his expense account after he 
submits it or (3) is given a flat weekly or 
monthly expense allowance. It also in- 
cludes allowances such as the per diem 
subsistence allowance and the mileage allow- 
ance for the use of his personal automobile. 
Also, for this purpose, amounts charged 
to the employer through the use of credit 
cards for transportation, fo: d, hotel bills, 
etc., are included as reimbursement. 
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Reference was made to the requirement 
that the employee account to the employer 
for all expenses. The regulations set forth 
standards as to what constitutes a proper 
accounting by the employee. Some of us 
have seen so-called expense reports which 
merely show one amount covering a full 
week’s expenses—for example, “Expenses 
for the week ended October 31—$175.” 
Generally, this occurs only if the employee 
is also a principal stockholder or important 
executive. The rank-and-file employee ordi- 
narily would not be permitted to submit 
expense reports of this type. This type 
of report fails to constitute an accounting 
since it lacks the necessary detail. In order 
to satisfy the Internal Revenue Service, an 
expense account should show the business 
nature and the amount of all of the em- 
ployee’s expenses broken down into such 
broad categories as transportation, meals 
and lodging while away from home, enter- 
tainment expenses and other business expenses. 


It was mentioned earlier that the term 
“reimbursement” includes amounts paid by 
the employer for charges made through 
credit cards, etc. Technically, a proper 
accounting by the employee requires the 
inclusion of these charges in his expense 
account, properly classified. This places 
a burden on the employee when he prepares 
his expense account unless.he maintains a 
record of the amount of charge tickets he 
signs. Otherwise, he will have to ask his 
employer to report to him the charges 
originating through his signing of restaurant 
checks, airline charge tickets, etc. Certainly, 
at present there must be many companies 
which, upon receiving monthly bills and 
charge tickets from the airlines and other 
credit card institutions, review the charges 
and then make a payment and charge the 
proper travel expense account. To sort 
the charges by employee and give each one 
a record of his charges could be quite a 
task if, as in some cases, there are hun- 
dreds of traveling employees. Also, there 
is the matter of time lag between the charge 
by the employee and the receipt of the 
charge ticket by his employer. This is one 
of the major areas in which strict compli- 
ance with the regulations will prove bur- 
densome. This will become an increasing 
problem if the use of credit cards and 
charge accounts continues to increase. 


If the employee is reimbursed for the 
exact amount of the out-of-pocket expenses 
shown on his expense report and also 
charges some expenses, the Internal Reve- 
nue Service mpey not apply the regulations 
so strictly as‘ to require the employee’s 
expense account to report the charges. It 
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would seem that the charge tickets with 
the employee’s signature should be a suff- 
cient accounting by the employee to permit 
him to state in his return that an itemized 
accounting of expenses was made, 


If the reimbursement equals the expenses 
of the employee for the year, he need not 
include income or expenses in his return; 
or if the reimbursement exceeds expenses, 
he need only show the excess. Although 
the regulations do not say so specifically, 
the matching of expenses and reimburse- 
ment obviously should be on the basis of 
the employee’s taxable year (generally the 
calendar year). Here, again, is an area 
which could be troublesome for the em- 
ployee if he is to comply strictly with the 
regulations. 


A problem will arise in cases where an 
employee is reimbursed the exact amount 
of his expenses but the reimbursement 
occurs only when he turns in his expense 
account. Reimbursements will not equal 
expenses if the employee turns in his ex- 
pense report for the last week, two weeks 
or month of the year and is not reimbursed 
until January of the following year. 


Since there is exact reimbursement of 
expense, I believe the Service should per- 
mit the employee to consider the January 
reimbursement as having been received in 
December as an offset to December ex- 


penses for this purpose. 


Some expense arrangements place funds 
in the hands of the employees and, although 
they require a reporting of expenses, there 
is no exact matching of expenses and reim- 
bursements. Balances in favor of either the 
employee or the employer continually exist; 
for example, some employers permit their 
employees to draw travel advances before 
leaving on a business trip, with the require- 
ment that they submit an expense report 
upon their return, and any excess funds 
may be retained by the employee and used 
on the next business trip. Another example: 
The employee may be given a flat weekly 
expense allowance on the assumption that 
it will cover the expenses over a long 
period even though each week’s expenses 
may be more or less than the allowance. 
In addition, sometimes these same em- 
ployees are permitted to charge certain 
items, such as plane transportation; or in 
some cases the employer may purchase the 
plane tickets and charge the employee. 


Since the employee accounts to his em- 
ployer in these cases, he need not list 
expenses in detail in his return if his re- 
imbursements equal or exceed his expenses. 
However, unless the employee keeps ade- 
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Reasonable stability of prices is 

not the enemy of a high rate of 
economic growth. Rather, we find that 
economic progress has thrived on the 
basis of sound money when the 
inflationary impact of war finance is 
taken out of the picture.—Secretary 
of the Treasury Robert B. Anderson. 


quate records, this type of expense arrange- 
ment makes it difficult for an employee to 
know whether reimbursements. exceed: ex- 
penses and, if so, by what amount. Under 
these circumstances it would be desirable 
for the employer to keep a separate ledger 
account for each employee’s travel and 
entertainment items. At the year-end a 
report easily could be made to each em- 
ployee, and any cash settlement that is 
required to balance the reimbursements 
against expenses should be made prior to 
the year-end. 


Some employers r>vide their employees 
with a per diem aliowance in lieu of sub- 
sistence for the days they are traveling 
on company business. Also, an employer 
frequently reimburses an employee on the 
basis of a flat mileage allowance to cover 
the use of the employee’s personal auto- 
mobile for business purposes. The Internal 
Revenue Service has ruled that under these 
circumstances, provided the amount of the 
mileage and subsistence allowances do not 
exceed a certain limit, no detailed reporting 
to the employer of expenses applicable to 
the allowance need be made. The limit of 
such allowances at present is $15 per day 
for subsistence and 12% cents per mile for 
the automobile allowance. These amounts 
have been determined by using the govern- 
ment’s allowance and increasing such allow- 
ance by 25 per cent. 


Some companies have had a practice of 
long standing, based upon thorough study, 
of allowing amounts of more than $15 per 
day and 12% cents per mile. 


The regulations contain a paragraph which 
invites requests for rulings to permit greater 
mileage or subsistence allowances, without 
detailed reporting in cases in which special 
circumstances justify such greater allow- 
ance. The regulations state that a request 
based solely upon the fact that greater 
amounts are allowed does not justify a 
favorable ruling. It is my opinion that only 
in rare instances will the government con- 
sider that the reporting requirement is 
complied with if the allowances exceed the 
amount stated. 
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The regulations permit the Commissioner 
to recognize per diem allowances in lieu 
of subsistence and mileage allowances as 
equivalent to an accounting. He has au- 
thority to recognize others, since the regu- 
lations say “and similar allowances.” To 
date, he has given recognition to both mile- 
age and subsistence allowances in Rev. Rul. 
58-453, I. R. B. 1959-13, 10. However, there 
is no indication what the nature of any 
others may be and whether there are any 
which he will recognize. Suppose certain 
employees in town are given a flat $25 per 
week allowance for entertaining customers; 
I believe the employee would have diff- 
culty in contending that, despite the fact 
that this was a long-standing practice, 
there was an accounting which would avoid 
listing expenses. 


It is obvious that an employee’s subsist- 
ence expenses as well as automobile ex- 
penses will not exactly match the allowances, 
that is, expenses will be more or less 
than the allowances. If the employee re- 
ceives no more than the maximum of $15 
per day and 12% cents per mile, does he 
need to keep records of his actual expenses 
so as to be able to deduct expenses in 
excess of the allowances or include in in- 
come the excess allowance over expenses? 
Probably most employees will adopt the 
attitude that the expenses are at least equal 
to the reimbursement and, hence, they have 
no excess to report as income and, also, that 
to the extent of any expenses over and 
above the reimbursement, they are willing 
to waive any deduction to avoid the burden 
of record-keeping. Although the regulations 
do not give a completely clear answer, there 
is an implication that the employee must 
keep records of actual expenses applicable 
to allowances so as to prepare his return 
properly. 


It is possible that some employees are 
given a flat allowance for meals while away 
from home on business and are required to 
report. in their expense account-all. other 
expenditures. This situation is not covered 
by the regulations. However, it would 
appear that if the meal allowance is within 
reason, say $5 to $7 per day, it would not 
be necessary for the employee to account 
for the expenses for meals. 


A similar situation will exist if an em- 
ployee was permitted a $15 per day allow- 
ance for subsistence and was required to 
report in an expense account any unusual 
circumstances in the nature of entertain- 
ment, etc. Although there is no definition 
in the regulations defining the word “sub- 
sistence,” its common usage would cover 
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only travel, meals and lodging while away 
from home. Therefore, under the above 
arrangements the employee should be treated 
as having accounted for his expenses. 


If an employee is reimbursed under two 
separate arrangements during the year (for 
example, an employee who works for two 
employers is paid on a per diem of $20 per 
day by one employer and is required by 
the other employer to submit a detailed 
expense account), what are the reporting 
requirements for his tax return? It would 
appear in the example that since his per 
diem. allowance exceeds the $15 minimum, 
he could not state that he had accounted 
for his reimbursements and, therefore, he 
would be required to include all of the re- 
imbursements from both employers and to 
list in detail all of the expenses. The same 
problem would arise if the employee reported 
exact expenses in ten months of the year 
and in the other two months, because of 
change in his work, was paid a subsistence 
allowance in excess of $15 per day. 


Often the company executives or key em- 
ployees operate under expense account ar- 
rangements which are more liberal than 
those applicable to the rank-and-file em- 
ployees—more liberal as to amount and 
to reporting requirements. It is in these 
expense accounts that the Internal Revenue 
Service expects to find lavish entertainment 
bills, trips to resort areas on “business,” 
etc. If these employees report all of their 
expenses to their employer and the reim- 
bursement equals or exceeds the expenses, 
the employees follow the same rules as 
previously mentioned, that is, they need not 
list expenses and must include in income 
only the excess reimbursement. The re- 
quirements of the regulations result in a dis- 
closure of these expenses to the Internal 
Revenue Service. If the employee is reim- 
bursed for a business trip to Hawaii and 
is required to report to the company, it will 
show up on the expense report filed with 
the company and probably will be reviewed 
by the agent examining the company’s tax 
return. If the employee is not required 
to submit expense reports, it will show up 
on his return since he then has to list his 
expenses. 


There are corporate executives who have 
expense arrangements under which they 
submit expense reports for travel and enter- 
tainment on out-of-town trips and are re- 
imbursed therefor but who, in addition, 
have certain expenses in connection with 
their employment for which they are not 
reimbursed—for example, business enter- 
tainment at home or at the club, business 
Christmas gifts and business use of their 


1136 


December, 1959 ®@ 


personal automobiles. In order to get these 
latter deductions, this type of employee is 
required to include in income all of his 
reimbursement and list all of his expenses— 
both those for which he was reimbursed 
and those for which he was not reimbursed. 
This places a burden on the employee and 
the employer. 


Generally, this employee will not keep 
adecuate records of his reimbursed ex- 
penses; therefore, he places the burden on 
his company to supply him with the detail. 
The employee may not want to ask the com- 
pany to take on this additional bookkeeping 
load or the company may decline. In this 
event the taxpayer has two alternatives: 
(1) to forego claiming the additional deduc- 
tions altogether or (2) to indicate in his 
return that he has been_ reimbursed for 
expense accounts submitted to and on file 
with his employer and that additional ex- 
penses as listed are being deducted. This 
procedure is not strictly in accordance with 
the regulations, but it may be accepted by 
the Service since the expenses are dis- 
closed in detail, part in the company files 
and part on the employee’s return. 


In this connection, there are two other 
matters to be considered. 


A corporate executive who claims certain 
unreimbursed business expenses in his tax 
return may be asked, upon examination of 
his return, whether they are of primary 
benefit to his employer or of primary benefit 
to him. In many cases expenses benefit 
both the employer and the employee with 
the result that it is difficult to determine 
who received the most benefit. 


Expenses which primarily benefit the 
employer are often objected to by examin- 
ing agents who ask: “If it is such a good 
expense, why doesn’t your employer reim- 
burse you?” In some cases the agents will 
not allow the deduction unless the employee 
can produce a letter or similar document 
from his employer stating that the employer 
expects or requires the employee to incur 
such expenses. 


The second matter is: Where in the tax 
return may the executive deduct expenses 
in excess of reimbursement? 


It was mentioned earlier that certain 
items of expense are proper deductions on 
page 1 of the return and that others are 
to be deducted on page 2 of the return. 
Whether in the executive class or not, those 
employees who, because of circumstances 
described previously, find it necessary or 
desirable to list in detail their travel and 
entertainment expenses will have to segre- 
gate their expenses and deduct them in 
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the proper place in the return. A question 
will arise if there are both classes of ex- 
penses involved and if there is a partial 
reimbursement. It can make a difference 
in the employee’s tax whether the reim- 
bursement is to be applied first to the 
page 1 items or first to the page 2 items. 
If the reimbursement is intended to cover 
all types of expenses, the regulations re- 
quire that the reimbursement be applied 
on a pro-rata basis so that a part of both 
classes of expenses is to be considered re- 
imbursed. No example is given in the 
regulations for those travel arrangements 
under which the employer makes specific 
reimbursements for certain expenses. It 
would seem that the intention and practice 
of the parties should govern and that under 
these circumstances a pfo-rata allocation is 
not required. if the reimbursement equals 
or exceeds the expenses, then all expenses 
are deducted on page 1. 

It is apparent that the regulations have 
as their principal objective the disclosure 
of travel and entertainment expenses to the 
scrutiny of the Internal Revenue Service. 
However, after disclosure both the em- 
ployer and the employee are often faced 


Tax Problems 


in Financial Reporting 
By JOHN F. BERNAUER 


The author is resident partner, 
Ernst & Ernst, Chicago. 


HE PERIOD in which income should 

be reported for federal income tax pur- 
poses and the period in which deductions 
may properly be claimed in the income tax 
return have been sources of problemis to 
tax practitioners for a long time, and this 
condition promises to continue. These ques- 
tions become of paramount interest during 
periods when there are substantial fluctu- 
ations in income tax rates, such as those we 
have witnessed in World War II and, more 
recently, in the Korean War. However, 


1 Commissioner v. Hansen, 59-2 vustc { 9533, 
360 U. S. 446. 
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with substantiation. This means proof that 
the amounts were actually expended and 
that they are proper tax deductions. 
When will the taxpayer have to substan- 
tiate his expenses? Broadly speaking, the 
taxpayer will be required to substantiate 
expenses only if, by reason of the expense 
account arrangement applicable, he is re- 
quired to list expenses in his return. One 
of the exceptions is in those cases where 
the employee and employer are related; 
for example, in the case of the corporate 
executive who also is the principal stock- 
holder. The individual tax blanks do not 
require a disclosure of controlling stock 
ownership. However, by reason of the 
present practice of the Service, this tax- 
payer’s return generally will be examined 
when the company return is examined. 
Thus, if there is an item of expense which 
was reimbursed by the company and which 
can be questioned as to whether it was 
of primary benefit to the employer or to 
the employee, the examining agent may 
disallow the deduction to the company and 
include the same amount as dividend in- 
come to the employee, [The End] 


controversies between taxpayers and the 
government in this area have certainly not 
been limited to the transitional periods. In 
situations involving recurring items of in- 
come and expense, a favorable current tax 
result, even though only a deferral of taxes, 
often is viewed by the taxpayer as an actual 
saving. The dealer reserve hold-back by 
banks and finance companies is a good ex- 
ample of a repetitive item. This tax account- 
ing problem, which has received considerable 
attention in current tax literature, was only 
recently decided by the Supreme Court in 
the government’s favor.’ 


The question of time has been the subject 
of much discussion among taxpayers, their 
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accountants and their tax advisers. In a 
consideration of this problem, it must be 
conceded that there are differences between 
the requirements of reporting income and 
deductions for federal income tax purposes 
and the preparation of financial statements 
in accordance with generally acceptable ac- 
counting principles. For federal income tax 
returns, the general requirements are con- 
tained in Internal Revenue Code Sections 
446, 451 and 461, and in the regulations 
issued by the Commissioner of Internal 
Revenue dealing with these sections. At the 
risk of oversimplification, the import of 
these three sections may be described as 
follows: 


(1) Taxable income is to be computed 
under the method of accounting which the 
taxpayer regularly uses in keeping his books, 
unless that method does not clearly reflect 
income. 


(2) Income is to be reported in the year 
when received or in the year in which a 
right to the income accrues to the taxpayer. 


(3) Deductions are to be claimed in the 
year in which paid or in the year in which 
the taxpayer admits a liability for an item 
of expense. 


The practical application of these general, 
rather simple rules is quite difficult as is 
evidenced by the long history of litigation. 
Despite the fact that the accrual basis of 
accounting was not acceptable for the first 
few years to which federal income tax applied,’ 
one would think that by now every con- 
ceivable possibility should have been con- 
sidered and resolved. It might be assumed 
that a careful review and study of the many 
cases dealing with this aspect of taxable 
income determination should result in the 
establishment of reliable principles for use 
in dealing with these questions. Yet in a 
very fine paper prepared by William M. 
Emery, he made the following statement: 


“Indeed, I find it impossible to state any 
one principle, or series of principles, that 
give any controlling guidance in this field. 
Every principle or doctrine seems so fraught 
with exceptions in the court decisions that 
I am forced to speak of factors and influ- 
ences, rather than of principles.” * 


My own observations in a review of this 
litigation are simply these: 


Taxpayers and the government both are 
prone to be influenced by the theory that 
“A bird in hand is worth two in the bush.” 
It may be natural for taxpayers to defer the 


* Revenue Act of 1916, the first to permit 
accrual accounting. 

* “Time for Accrual of Income and Expense,” 
Proceedings of New York University Seven- 
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reporting of imcomce as long as possible, 
whereas the Commissioner is insistent that 
gross revenues be recognized as taxable in- 
come at the earliest practicable time. On 
the other hand, taxpayers feel that deduc- 
tions should be claimed immediately; other- 
wise they may be lost. Revenue agents are 
apt to defer allowance of deductions for as 
long as possible. 


It is ironic to note how frequently the 
litigant with the strongest argument from 
an accounting point of view loses his case. 
As to deferred income issues, taxpayers 
generally make logical and equitable argu- 
ments, but they seldom convince the courts. 
Litigation to determine the period in which 
to deduct costs and expenses involves a 
great variety of arguments and factual dif- 
ferences; however, in a number of cases the 
results appear strange to one with an ac- 
counting background. For example, there 
are cases in which expenses paid definitely 
benefit future periods; here the Commis- 
sioner’s position is consistent with most 
accountants’ concept of good practice; but 
often the taxpayer’s views are upheld by the 
court. On the question of accrued expenses, 
it is generally the taxpayer’s arguments 
which appeal to an accountant; however, it 
is the Commissioner who prevails. 


It is not unusual for a court to make some 
reference to generally accepted accounting 
principles. But rather than seriously con- 
sider the logic of matching income with 
costs and expenses, these practices are dis- 
missed as not meeting the statutory require- 
ments. Frequently when differences between 
tax accounting and financial accounting are 
discussed, someone will deplore the fact that 
court decisions dealing with accounting issues 
are rendered by judges who may have little 
or no understanding of accounting principles, 
and, therefore, their legal findings are not 
tempered by concepts of the economic profits 
of a business. 


Accountants both in industry and in pro- 
fessional practice have been concerned with 
litigation which gives tax results completely 
“out of step” with generally accepted ac- 


counting conventions. A very recent case 
in point was that of a dance studio.* In 
this case the government convinced the Tax 
Court that charges for dancing lessons were 
taxable in the year the contract was signed. 
This decision apparently ignored the fact 
that the fees had not been earned and in a 
great many cases were not collectible. Gen- 
erally accepted accounting conventions may 


teenth Annual Institute on Federal Taxation 
(Matthew Bender & Company, Inc.), p. 186. 

* Mark BE. Schlude, CCH Dec. 23,767, 32 TC —, 
No. 124 (1959). 
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Higher cigarette tax rates may be 
reasonably expected as long 

as states need small amounts of 
revenue from year to year. 
—John J. Purcell, president of the 
National Tobacco Tax Association. 


not be sacrosanct nor immutable, but they 
do have. the validity of acceptance by our 
business community which understands and 
finds them useful in its interpretation of the 
financial results of business operations. 


To understand the fundamental differences 
between tax accounting and financial account- 
ing, I believe it is worthwhile to review 
the basic accounting principles followed by 
most businesses. The following statements, 
taken from bulletins published by the Amer- 
ican Institute of Certified Public Account- 
ants, summarize the accounting profession’s 
standards in the matter of when income, 
costs and expenses should be recognized in 
financial reporting: 

(1) Income is a realized gain, and in ac- 
counting is recognized, recorded and stated 
in accordance with certain principles as to 
time and amount.’ 


(2) Revenues are recognized as entering 
into the determination of income when sales 
are made or services are rendered.* 


(3) Provision should be made, by charges 
in the income statement, for all foreseeable 
costs and losses against current revenues, 
to the extent that they can be measured 
and allocated to fiscal periods with reason- 
able accuracy.’ 


(4) Unrealized profit should not be cred- 
ited to the income account directly or in- 
directly.® 


(5) In the determination of net income, as 
fairly as possible, sound accounting methods 
should be applied on a consistent basis.’ 


A comparison of these standards with the 
Commissioner’s regulations applicable to 
accounting methods” would indicate that 
the stated objectives of the certified public 
accountants and those of the Internal Reve- 
nue Service are quite similar. Generally 
accepted accounting principles are stand- 
ards for determination of net income fairly, 
using sound methods consistently; and the 
income tax regulations are guides to deter- 





5 AICPA, Research Bulletins, Ch. 7, p. 50. 

*See ‘‘Report and Recommendations with Re- 
spect to Divergences Between Tax Accounting 
and Generally Accepted Accounting Principles,”’ 
Journal of Accountancy, January, 1954, p. 95. 

‘AICPA, Research Bulletins, Ch. 6, p. 42. 

* AICPA, Research Bulletins, Ch. 1, p. 11. 

* See footnote 7. 
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mine net income clearly, using a consistent 
practice peculiar to the particular trade or 
business.“ The difference appears to be one 
of emphasis. Generally accepted accounting 
principles caution that income must be earned 
before it is recognized and that all related 
costs should be provided for, whether or 
not an individual payee has presented a bill 
or made a claim. The government stresses 
legal concepts such as the right to retain 
revenues received or receivable * and insists 
on the deduction of only admitted liabilities 
on an item-by-item basis.” 

The American Institute of Certified Pub- 
lic Accountants, as spokesman for the ac- 
counting profession, has been agressive in 
protesting the lack of harmony between tax 
accounting and financial accounting.* The 
efforts of the AICPA were an important 
factor in the ill-fated attempt by Congress 
to achieve closer harmony by the inclusion 
of Sections 452 and 462 in the 1954 revision 
of the Internal Revenue Code. 


It was the opinion of many tax practi- 
tioners that the provisions of Section 452 
offered a satisfactory solution to the Com- 
missioner’s improper use of the “claim of 
right” doctrine” in dealing with prepaid 
rents, subscriptions, dues and the like, This 
section permitted the taxpayer to elect for 
deferral any specific category of receipts 
which included a payment for future serv- 
ices, delivery of goods or use of property. 

On the other hand, the accrual of the 
estimated expenses permitted by Section 462 
was an all-or-nothing election. This Code 
section did not limit its application to areas 
in which taxpayers had made justifiable com- 
plaints, such as warranty reserves, vacation 
pay or the cost of future services relating 
to income already reported. Nor did this 
section permit taxpayers to select the spe- 
cific items which should be accrued. A 
Section 462 election had to cover all esti- 
mated expenses attributable to the trade or 
business. In order to protect themselves 
against an assertion that an expense item 
was claimed in the wrong year, undoubtedly 
many taxpayers included accruals in their 
1954 returns, under this election, which were 
beyond the legislative intent. 


When Congress was prodded into action 
by the Treasury’s concern about loss of 
revenue, it was unfortunate that both Sec- 
tions 452 and 462 were “brushed with the 





” Regs. Sec. 1.446-1. 

™ Regs. Sec. 1.446-1(a) (2). 

” Regs. Sec. 1.451. 

% Regs. Sec. 1.461-1(a) (2). 

“See report cited at footnote 6, at p. 93. 

% North American Oil Consolidated v. Burnet, 
3 ustc { 943, 286 U. S. 417 (1932). 
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same tar” of repeal. Whether or not the 
provisions of these sections could have been 
administered to accomplish equitable results 
is, of course, a hypothetical question, as they 


were eliminated from the Code before any . 


valid evaluation could be made. 


The elimination of Sections 452 and 462, 
rather than substitution of more appropriate 
sections, was a “setback” for advocates of 
sound accounting principles in income tax 
determination. We all hope it was only a 
temporary reverse and, therefore, merely a 
battle lost in a campaign that should con- 
tinue. We should not lose sight of the fact 
that some progress is being made, small 
though it may seem. A provision for ratable 
accrual of real estate taxes was included in 
Section 461 in 1954, so that reference to odd 
lien dates or assessment dates can be avoided. 
This was particularly helpful to taxpayers 
with fiscal years other than the calendar 
year. Last year the Technical Amendments 
Act of 1958 added Section 455, which per- 
mits the deferral of subscription income by 
publishers of newspapers, magazines or peri- 
odicals to the period in which the publication 
is delivered. 


Another ray of hope is provided by a 
comparatively recent trend in a number of 
circuit courts of appeal. The Ninth Circuit 
has permitted a taxpayer to accrue broker- 
age commissions and shipping costs allocable 
to sales reported during the taxable year, 
even though the exact amounts and actual 
payees were not determinable until the goods 
were weighed and shipped in the following 
year.” Before the addition of Section 455, 
the Tenth Circuit recognized that subscrip- 
tion income of a newspaper publisher should 
be reported for tax purposes in the same 
manner as dictated by good accounting 
practices.” Also, the Fifth and Second Cir- 
cuits have decided that, consistent with good 
financial reporting, a portion of current rev- 
enue received by major appliance dealers 
should be deferred in recognition of future 
services which they had obligated themselves 
to furnish to their customers.” 


In two of these cases, the pungent lan- 
guage of the court is particularly encourag- 
ing to all of us interested in the accounting 
aspect of tax practice. In the Pacific Grape 
Products case,” which dealt with accrued 
commissions and shipping costs, the court 
said: 





% Pacific Grape Products Company v. Com- 
missioner, 55-1 ustc {§ 9247, 219 F. 2d 862. 

1" Beacon Publishing Company v. Commis- 
sioner, 55-1 ustc { 9134, 218 F. 2d 697. 

18 Schuessler v. Commissioner, 56-1 ustc { 9368, 
230 F. 2d 722 (CA-5), and Bressner Radio, Inc. 
v. Commissioner, 59-2 ustc § 9496, 267 F. 2d 520 
(CA-2). 
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Wrongly do men cry out against 
experience and with reproaches 
accuse her of deceitfulness. . . . 
Experience is never at fault; it is 
only your judgment that is in error. 
—tLeonardo da Vinci. 


“Not only do we have here a system of 
accounting which for years has been adopted 
and carried into effect by substantially all 
members of a large industry, but the system 
is one which appeals to us as so much in 
line with plain common sense that we are 
at a loss to understand what could have 
prompted the Commissioner to disapprove it.” 


Also, in finding that income was clearly 
reflected by the deferral of a portion of the 
year’s receipts to cover future service calls, 
the Second Circuit had this to say in Bress- 
ner Radio, Inc.:*” 

“The problem is not to decide what kind 
of . . . [accounting] system the Com- 
missioner, the Tax Court or the appellate 
courts might choose to have a taxpayer 
adopt. The sole question is: does the sys- 
tem actually employed clearly reflect income? 
Conversely, the question is not: would some 
other system have been better?” 


It is disappointing, to say the least, that 
the Tax Court, as the judicial fact-finder in 
most tax litigation, appears least persuaded 
by sound financial accounting methods. Even 
here, there is some evidence that we may 
have gained some converts in its ranks. In 
dealing with the question of prepaid dues 
received by the Automobile Club of New 
York, the decision was. against the tax- 
payer.” But in a review of the case, three of 
the judges gave some interesting opinions. 
One judge, in a long dissent, believed that 
the principle stated in Bressner Radio, Inc., 
should be followed and, therefore, the ac- 
counting system of the taxpayer should not 
be changed for tax purposes. A _ second 
judge stated that, if he were a “free agent,” 
he would not disturb the taxpayer’s con- 
sistent practice, but he felt that the Supreme 
Court in finding against the Automobile 
Club of Michigan™ forced him to concur 
with the majority. The third judge also 
concurred with the majority but conceded 
that there might be situations in which a 
taxpayer's deferral of revenues received could 


” Cited at footnote 16. 

* Cited at footnote 18. 

2 Automobile Club of New York, Inc., CCH 
Dec. 23,689, 32 TC—, No. 79 (1959). 

2 Automobile Club of Michigan v,. Commis- 
sioner, 57-1 ustc { 9593, 353 U. S. 180. 
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be proper and, therefore, should not be dis- 
turbed by the Commissioner under his con- 
cept of the “claim of right.” 


Reporting techniques have been developed 
to prevent distortion in fair presentation of 
net income in the many instances in which 
the Internal Revenue Service has forced 
taxable income to differ from book income 
or when special Internal Revenue Code pro- 
visions apply.” Therefore, why should there 
be this concern about the differences be- 
tween income tax reporting and financial 
reporting? Perhaps no one expects them to 
be the same, and we can deal with taxable 
net income as apples and financial net in- 
come as oranges. Actually, this is not always 
true. There is still the statutory general 
requirement that taxable net income must 
be determined in accordance with the method 
of accounting which the taxpayer uses in 
keeping his books.* This requirement can 
cause some real problems for the taxpayer 
and a dilemma for his accountant, 


In order to appreciate this problem and 
dilemma, it is necessary to understand the 
relationship between the accountant and his 
client: 


(1) The accountant is usually engaged to 
make an examination of the financial state- 
ments for the purpose of expressing an opin- 
ion as to their fair presentation. 


(2) The accountant is frequently engaged 
to actually prepare or assist in the prepara- 
tion of the client’s income tax return. 


It is important to note that the accountant 
is not engaged to prepare the financial 
statements but to examine the records so 
he can express an opinion on the financial 
statements. Despite the fact that you may 
have a set of financial statements of a busi- 
ness or enterprise on an accountant’s water- 
marked paper, in his binding, and labeled 
accountant’s report, neither the statements 
nor the appended footnotes are the account- 
ant’s statements or notes. The financial 
statements of every business are the respon- 
sibility of the management of that business, 
and the statements and footnotes are those 
made by the management. The accountant 
attaches and binds these statements into his 
report to prevent any misunderstanding as 
to what his examination and opinion per- 
tain. As an expert in accounting matters, 
the CPA is frequently asked for advice and 
assistance with respect to the system of 
accounts upon which the statements are 
based; however, his position is purely ad- 
visory—not policy-making. This twofold 


% AICPA, Research Bulletins, 
Revised Bulletin No, 44. 
* Code Sec. 446(a). 


Ch. 10, and 
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relationship places at least. three respon- 
sibilities on the accountant’s shoulders: 


(1) In expressing his opinion on the fi- 
nancial statement, he has an obligation to 
anyone who uses the statements to deter- 
mine whether or not generally accepted 
accounting principles have been followed 
and whether or not there is a fair presentation. 


(2) He has an obligation to his client to 
assist in the preparation of a proper income 
tax return which will result in the minimum 
ultimate tax assessment. 


(3) He also has a responsibility to the 
government to determine that the return is 
true, correct and complete to the best of 
his knowledge. 


Let us apply these responsibilities to facts 
in one or two rather-well-known cases: 


In Globe Corporation™ the taxpayer was 
concerned with two important government 
contracts. The corporation had manufac- 
tured, packaged and shipped a required 
number of units to the contracting agency 
during the year in question; however, the 
price to be paid with respect to the pack- 
aging costs was not fixed but was to be 
determined later as a fair price upon nego- 
tiation between the parties. The actual 
prices were not agreed upon until March 
and June of the following year. Neither 
an estimated sales realization nor a deferral 
of costs was reflected on the books or in 
the return as filed. The Commissioner of 
Internal Revenue objected to the lack of 
accrual of income, but the Tax Court held 
for the taxpayer. No reference in the case 
was made to the failure to defer costs to 
the subsequent year. Despite the fact that 
the uncertainty was not in collection for the 
packaging costs but only how much the 
charge would be, the court ‘concluded that 
Globe kept its books and filed its income 
tax return in a manner which clearly re- 
flected net income for tax accounting pur- 
poses. 


A natural inquiry which comes to mind 
is: Was this method of bookkeeping in ac- 
cordance with generally accepted accounting 
standards? If a deferral of costs or some 
estimated income realization had been re- 
flected on the books of Globe, would the 
Tax Court have been persuaded to the same 
conclusion ? 


A similar situation prevailed in the case 
of John and Margaret Ernst.* The Ernsts 
were in the poultry business. In December 
of several years they made commitments 


* CCH Dec. 19,644, 20 TC 299 (1953). 
** CCH Dec. 23,554, 32 TC 181 (1959). 
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and payments of substantial amounts for 
feed to be delivered during the year follow- 
ing. These payments were not reflected as 
an asset on the books and records of the 
business, but were charged against income 
of the year in which paid. In its opinion 
the Tax Court made the following state- 
ment: “Regardless of whether taxpayers 
are On a cash or accrual basis, the general 
rule is that deductions are allowable in the 
year of payment.” Again, the court decided 
that the record-keeping and income tax 
return reflected income clearly for tax ac- 
counting ‘purposes. 


It would not be difficult to understand 
why an independent accountant would have 
suggested a treatment of the items at issue 
in the Globe and Ernst cases differently for 
financial reporting than was used by these 
taxpayers for tax purposes. 


What are the alternatives which are avail- 
able to an independent accountant? The 
code of ethics” to which all members of 
the American Institute of Certified Public 
Accountants subscribe gives him the fol- 
lowing choices: 

(1) He can express an unqualified opinion 
approving the statements as fairly present- 
ing the financial condition and results from 
operations; (2) he can express a qualified 
opinion which must set forth his reasons 
for the qualification; (3) he can deny an 
opinion on the statements taken as a whole, 
and indicate clearly his reasons therefor; or 
(4) he can withdraw from the engagement. 


If, in order to obtain an unqualified 
opinion, the Ernsts and Globe changed 
their records to comply with sound account- 
ing but reported their taxable income in 
accordance with the court’s findings, the 
accountant may still have problems. In this 
case the return would not have been con- 
sistent with the books; therefore, the Com- 
missioner might question the accountant’s 
fulfillment of his obligation to the govern- 
ment. In addition, although the manner 
in which a transaction is recorded in the 
accounting records may not be controlling 
insofar as tax consequences are concerned, 
the Commissioner would not be hesitant to 
use book accounting treatment as detri- 
mental evidence. Thus, the CPA’s advice 
to follow good financial accounting methods 
could seriously jeopardize the desired tax 
result. 


A qualified opinion or denial of opinion, if 
the items were sufficiently material, could 





Rs AICPA Rules of Professional Conduct, Rule 
1 


> Bankers Pocahontas Coal Company, CCH 
Dec. 5766, 18 BTA 901 (1930). 
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also be an unsatisfactory solution. In addi- 
tion to any unfavorable reaction by share- 
holders or creditors, the government could 
cite the accountant’s opinion or his reasons 
for failure to give an opinion as an argu- 
ment to support its position. 


Perhaps cases such as these may be 
classified as “freaks.” However, they dem- 
onstrate the influence which tax treatment 
has upon management in record-keeping 
for better or for worse. Also, these cases 
stand as a precedent to encourage taxpayers 
to deviate from good financial accounting 
practices for tax purposes. 


A particularly troublesome time is fre- 
quently encountered on an occasion which 
should normally be a pleasant event—the 
acquisition of a new client. Often inade- 
quate or incorrect accounting practices have 
been established during the formative years 
of the business and have continued for a 
number of years. Inadequacy of the records 
for management purposes may be the very 
reason why this new client desires the 
advice and counsel of the CPA. You may 
find that inventories have not been properly 
valued, or that accrued or prepaid expenses 
have not been handled in accordance with 
generally accepted accounting practices. 
These items in the aggregate or individually 
may constitute material items. Yet the In- 
ternal Revenue Service has consistently 
accepted the returns, based upon the books 
as clearly reflecting income. 


If tax accounting could be completely 
isolated from generally accepted accounting 
practices, there would not be any problem. 
The desired changes could be effected for 
financial reporting and the client’s tax ac- 
counting could continue until such time as 
permission to change the method of tax 
accounting was in order. In applying the 
requirement that taxable net income should 
be computed under the same accounting 
methods as used on the books,” we cannot 
ignore the definition of a method of ac- 
counting set forth in the Commissioner’s 
regulations. This definition states that a 
“method of accounting” includes not only 
the over-all method such as accrual, cash 
receipts and disbursement, or completed 
contract accounting, but also the accounting 
treatment of any individual item.” Thus, 
changes in accounting treatment of any 
material item, even if it amounts to a cor- 
rection, can be made only with the permis- 
sion of the Commissioner.” 


* Code Sec. 446(a). 
* Regs. Sec. 1.446-1(a) (1). 
™ Rev. Rul, 59-285, I. R. B. 1959-36, 32. 
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It would appear, therefore, that any 
refinement or change in record-keeping to 
more nearly conform financial reporting to 
good general accounting standards would 
require prior permission from the Commis- 
sioner. However, permission to change 
must be requested prospectively, that is, 
within 90 days after the beginning of the 
taxable year.” Any year-end changes sug- 
gested by the CPA are made only at the 
possible risk of not dealing in good faith 
with the government cr, at best, subject to 
any disposition which the Commissioner 
may deem desirable. 


Changes in accounting required for good 
financial reporting become even more trou- 
blesome when considered in terms of the 
provisions of Section 481 and the effect of 
the statute of limitations. These problems 
are sufficiently complex to be the subject 
matter of a separate discussion and paper. 
At this time it is perhaps sufficient to re- 
mind the reader that the tax cost of such 
changes can be significantly different, de- 
pending upon who is deemed to have ini- 
tiated the change. If the change, when 
applied to pre-1954 tax years, causes an 
increase in taxable income of those years, 
the increased tax liability must be recog- 
nized and paid if the taxpayer has initiated 
the change; ™ however, if the Commissioner 
has forced the change, there may be a 
good chance that the increased tax liability 
may be avoided. Thus, accountants are 
placed in a very uncomfortable position, in 
that insistence upon good financial account- 
ing may cause an increased tax liability to 
ripen which otherwise might be avoided. It 
could be argued on moral grounds that 
income realized should bear the burden of 
taxation whether recognized in the proper 
year or not. Yet this ignores the statute of 
limitations which the Commissioner would 
and does invoke, if deductions are taken 
in the wrong year. 


EXTENSIONS OF TIME 


To some extent, relief from the statute 
of limitations is available to both the Com- 
missioner and taxpayers by the provisions 
of Sections 1311-1314. However, it can be 
dangerous to rely on these sections, as the 
prerequisite inconsistent position with re- 
spect to an item affecting income has in 
some instances been defined by the courts 
in a peculiar manner.” 


In view of the problems which the dif- 
ferences between tax accounting and financial 
accounting present to independent account- 
ants, what can or should we do about it? 


(1) As to certification of financial state- 
ments, our course is clearly charted. Ac- 
countants must be guided by their professional 
standards and ethics when asked to express 
an opinion as to fair presentation of finan- 
cial statements. Therefore, adherence to 
generally accepted accounting principles with 
respect to all material items is a prerequi- 
site for an unqualified report. The other 
alternatives of a qualified opinion or denial 
of opinion may be made necessary by man- 
agement’s decisions in financial reporting. 


(2) As to the preparation of income tax 
returns, we should encourage our clients to 
use good accounting practices consistently. 
When the Internal Revenue Service chal- 
lenges income and expense reporting, we 
should stand ready and able to demonstrate 
that net income has been stated both fairly 
and clearly in the light of the facts known 
during the year in question. 


(3) Lastly, we should renew our efforts 
to obtain statutory recognition that the 
timing of income and deductions in accord- 
ance with sound accounting practices, con- 
sistently followed, should be acceptable for 
income tax purposes; further, we should 
support the proposition that transition to 
good accounting practices should result in 
no permanent detriment to either the gov- 
ernment or the taxpayer. [The End] 


If the proposed amendments to the regulation under Code 
Section 6081 go into effect, an individual who requests addi- 
tional time to file a 1040 or 1040W must state whether he filed 
timely returns in the past three years and whether a declara- 
tion of estimated tax was filed for the year being extended. 
If declarations of estimated tax have been filed, the taxpayer 
must state whether timely payments of the estimated tax were 
made. This change would apply to years beginning after 1958. 


32 Regs. Sec. 1.446-1(e) (3). 

%3 Code Sec. 481(a) (2). : 

“ Compare Heer-Andres Investment Company, 
CCH Dec. 20,352, 22 TC 385 (1954), with First 
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National Bank of Philadelphia, CCH Dec. 19,163, 
18 TC 899 (1952), aff'd, 53-1 ustc { 9409, 205 F. 
2d 82 (CA-3). 


1143 








STATE TAX NEWS 


NEWLY MODERNIZED PROGRAM brings New York State’s 

income taxation methods into closer conformity with federal 
provisions, This major step is outlined by New York Commissioner 
of Taxation and Finance Joseph H. Murphy, in an adaptation of his 
remarks as guest speaker at the annual dinner of the Federal Tax 
Forum, Inc., on November 12 in New York City: 


TS BOTH AN HONOR and a pleasure for me to be here this 

evening to tell you something about the workings and the aspira- 

tions, and a few of the recent developments, in our New York State 
tax program. 


By their response at the polls last week, the voters of the state 
have strengthened the bond of professional brotherhood between 
us. Their approval of Amendment No. 8—the Wise-Calli Amendment, 
giving our state legislature the power to take certain provisions from 
the federal income tax statute and apply them to state tax returns— 
is, in my opinion, a major step forward in our continuing efforts to 
simplify the state tax structure by enabling us to conform more 
closely with that of the federal. The voters gave overwhelming ap- 
proval to the measure. 


I'd like very briefly to tell you a little of my own personal interest 
in this move toward conformity. 


New York State’s personal income tax law, enacted 40 years 
ago, has always been essentially similar to the federal income tax 
law. Through the years, there have been repeated efforts to conform 
to the federal law at many points. 


Nevertheless, a great number of differences have cropped up as 
federal changes have multiplied. While many of these differences have 
little fiscal significance, they do require entirely different computa- 
tions by taxpayers. 

The New York State Bar Association, and particularly its tax 
section, became aware of this problem many years ago. Upon its rec- 
ommendation, the legislature had adopted many provisions of federal 
law in the interest of tax simplification. 
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However, the bar association recog- 
nized that this blunderbuss approach 
was not the answer to the problem 
but, rather, produced a crazy-quilt 
pattern. It realized that the legisla- 
ture should be authorized to incorpo- 
rate by way of reference any desirable 
provisions of federal law. 


Three years ago, a committee of the 
Tax Section of the New York State 
Bar Association was asked to study 
this problem. A report was presented 
to the bar association at its January, 
1958 meeting. The bar association 
recommended to the legislature that 
further study be given this important 
matter. 


I was privileged to be a member 
of the committee which discussed 
this matter with the legislative leaders 
in 1958. Following these discussions, 
a study group was named to make a 
thorough analysis of this problem. 


At the same time, Amendment No. 
8 was passed by both houses of the 
legislature. It was again passed last 
spring—in the senate by a vote of 
51-0 and in the assembly by a vote of 
146-1— indicating the interest of our 
legislators in the vital problem of 
tax simplification. 


When I took office on January 1, 
1959, one of my first assignments was 
to review our tax structure with an 
idea of its simplification. I imme- 
diately set up a staff to cooperate 
with the legislative study group. This 
staff, which is composed of outstand- 
ing tax experts, has been working on 
this matter for nearly a year. 


Here, in brief, is what the passage 
of Amendment No. 8 makes possible: 


It adds a provision to our state 
constitution expressly authorizing the 
legislature to define “income” for 
purposes of the state income tax by 
reference to federal law. The amend- 
ment is part of a legislative proposal 
to permit a taxpayer to use his fed- 
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eral income tax return as the basis for 
computing his New York State in- 
come tax. 


Amendment No. 8 paves the way 
for adoption by the state, to the fullest 
extent possible, of federal provisions 
for determining taxable income. 
Similar federally based state personal 
income taxes are now in force in six 
states. 


Adoption by New York of the fed- 
eral income tax rules for determining 
the amount of the taxpayer’s income 
has many significant advantages for 
the taxpayer. 


A federally based income tax would 
permit the shortening and simplifica- 
tion of New York’s cumbersome per- 
sonal income tax forms and would 
reduce from hours to minutes the 
time required for preparation of state 
tax returns. 


Study of the hundreds of differ- 
ences between present federal and 
New York tax rules reveals that, with 
few exceptions, these differences do 
not justify the inconvenience to the 
taxpayer. At present, after he has 
completed the lengthy task of com- 
puting his income and deductions for 
federal income tax purposes, he must 
start all over again with a second 
calculation of his items of income 
and deduction based on New York 
tax rules differing from the federal 
rules in a host of details, most of 
which are of little consequence to 
the taxpayer or to revenue collec- 
tions. This duplication of work is 
burdensome and costly. 


The passage of Amendment No. 8 
has made it possible for the legisla- 
ture to all but eliminate duplication 
of reporting. In fact, for many tax- 
payers, the ultimate goal would be 
a state tax calculation taking a flat 
percentage of the federal tax. 


The state would also derive great 
benefit from sweeping away unsup- 
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portable differences. Because state 
income tax rates are low in compari- 
son with federal rates, no state can 
afford field audit and enforcement 
machinery comparable to that of the 
federal government. 


The most economical means avail- 
able to a state for checking up on 
taxpayers is to use the audit reports 
of the United States Internal Revenue 
Service, which federal law makes 
available to state tax administrators. 
Because of the many differences be- 
tween federal and New York State 
rules defining income, however, New 
York now has no simple way of com- 
paring the figures in a taxpayer’s New 
York return against those which the 
federal government has checked. 


While the department of taxation 
and finance presently makes exten- 
sive use of federal audit information 
in enforcing state tax laws, a broadly 
based conformity program would per- 
mit greater and more economical use 
of the federal enforcement machinery. 


Approval of this amendment merely 
authorized the legislature to incor- 
porate those provisions of federal law 
which may be considered desirable 
to simplify our tax structure. 


Amendment No. 8 specifically 
authorizes the legislature to “pre- 
scribe exceptions or modifications” to 
any federal provision which may be 
adopted. This makes it clear that 
the legislature would be free to depart 
from federal law at its discretion. The 
legislature will retain complete con- 
trol over tax rates and personal ex- 
emptions. 


A small number of modifications to 
federally reported income might be 
desirable. Such limited changes will 
not defeat the purpose of the pro- 
gram, since they would merely require 
a few lines on the state’s simplified 
return to reflect the additions to, or 
subtractions from, the income reported 
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The strength of a free society is 

in its free institutions. There 

is tremendous power in those who dare 
to be free. A nation gets untold 
strength when every community 

knows that its courts are not agents 
of passion, that justice is 

administered impartially. We 

cannot generate strength by adopting 
totalitarian methods. Every short 

cut against procedural and 
constitutional safeguards is an awful 
precedent.—William O. Douglas. 


on the federal income tax return. 
They would not require a totally 
separate computation as under pres- 
ent state law. 


I tried to make it clear that ap- 
proval of this amendment has no 
bearing whatsoever upon the amount 
of tax the people of New York will 
have to pay, nor will it, in any way, 
change the revenues to be collected 
by the state. They are matters en- 
tirely unaffected by this amendment, 
and rest with our legislature. The 
sole purpose of the amendment is 
income tax simplification. 


Conformity, in the case of our per- 
sonal income tax structure, is a very 
important step toward bringing New 
York’s tax machinery into line with 
Governor Rockefeller’s administrative 
objectives. It is an important step, 
but it is only one step. 


I’m sure all of you have heard, at 
one time or another within the past 
several months, the gist of the gov- 
ernor’s basic economic position as far 
as getting New York back to sound 
financial health is concerned: 


He is determined to wipe out the 
inherited $400 million difference be- 
tween state income and state expen- 
ditures. He is determined to do 
everything in his power to assure 
the people of New York that the 
state’s business climate will be con- 
ducive to maximum outlet for indi- 
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vidual capabilities with minimum 
interference by government. He is 
determined that the state’s tax struc- 
ture will provide equity for those 
who have to pay the taxes, adequate 
services for those who live and work 
in New York State, a favorable and 
salubrious climate in which business 
may grow and prosper and, by doing 
so, attract new businesses to the state 
—for he is clearly aware of New 
York’s prestigious position as a busi- 
ness leader among the states. 


I suppose that if I were asked to 
single out the biggest thing—the real 
heart of Governor Rockefeller’s tax 
program—lI’d say it is his inaugura- 
tion of collecting personal income 
taxes through payroll withholding. 
That method of obtaining revenue is 
by far our largest source of income 
and it is felt most keenly by the 
greatest number of people. As you 
know, New York’s withholding tax 
program bears close resemblance to 
the federal one. 


You’re quite familiar, I’m sure, with 
the reasons why Governor Rockefeller 
chose this drastic measure to get New 
York on a “pay as you go” financial 
footing. You may be interested in a 
few of the difficulties we encountered 
in putting into practice a tax program 
of such magnitude. 


In order to put the collection of 
personal income taxes on a current 
basis, it was necessary to seek amend- 
ments to several sections of Article 
16 of the state tax law relative to 
exemptions, rates and payment of 
the taxes. 


The state legislature approved the 
bills, and the amendments were passed. 


There were two major changes in the 
collection of taxes : 

Beginning in April of this year, New 
York employers were obliged to with- 
hold taxes on each wage payment. 


State Tax News 


‘Declarations of estimated tax were 
required to be filed on nonwage in- 
come, and the payment of such tax 
was to be made in quarterly install- 
ments. 


Section 366 of the existing tax law 
was replaced with a new Section 366, 
which requires employers to withhold 
taxes on wages of both residents and 
nonresidents. The need to file decla- 
rations of estimated income tax was 
covered in a new Section 366-a of the 
tax law. 


Although withholding didn’t begin 
until April 1, the collection of income 
taxes through the instrument of with- 
holding covered the entire year. Thus, 
we have been in effect collecting, 
during this first year of withholding, 
12 months’ taxes in nine months. 


Every taxpayer having nonwage 
income in excess of the allowable per- 
sonal exemptions plus $400 has to 
file. So do taxpayers whose combined 
gross income and net capital gain is 
more than $5,000 for single persons 
and more than $10,000 for married 
taxpayers. Even though all of the 
gross income is wages on which taxes 
have been withheld, the taxpayer 
nonetheless is obliged to file a decla- 
ration if he falls into any of those 
classifications. However, it was not 
necessary in the above cases to make 
any declaration until January, 1960, 
unless the tax due exceeded by $40 
the tax withheld. 


Declarations, too, are due and pay- 
able in quarterly installments. An 
extra time buffer was offered during 
the first year by extending the first 
quarterly filing and payment date 
from April 15 to June 15. 


To avoid double taxation during 
the period of transition from the old 
method of collecting income taxes to 
the new, we granted immunity from 
practically all income taxes for the 
calendar year 1958. 
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Withholding tables had to be de- 
vised which (1) paralleled the federal 
government’s in wage brackets, (2) 
made a proper allowance for exemp- 
tions, (3) included an automatic 10 
per cent deduction for all levels of 
income and (4) approximated the true 
tax liability—assuming 10 per cent 
for deductions—through the use of all 
tax rates from 2 to 10 per cent, as 
applicable. In this sense, the state 
tables are more accurate than the 
federal tables, which are limited to the 
lowest rate only. 


The state made the innovation of 
an annual tax table for those using 
the short form, in lieu of itemizing 
their deductions. -The table covers 
incomes through $10,000, as against 
only $5,000 for the corresponding 
federal table. 


As under the federal law, New 
York’s exemptions are based on the 
status of the taxpayer at the end of 
the taxable year. 


Under the new schedule, $600 is 
allowed for a single taxpayer; two 
$600 exemptions are allowed for a 
husband and wife; an additional $600 
is allowed for a taxpayer who is blind 
or is over 65, and the same amount 
for a spouse who is blind or over 65; 
$600 is allowed for each dependent— 
instead of $400—and the exemption 
for a trust’ or estate is $600 instead 
of $1,000. 


Rather than tax all net income over 
$9,000 at 7 per cent and all net capital 
gains in excess of $9,000 at 3% per 
cent, the rate was raised on net in- 
come above 515,000 to a maximum of 
10 per cent. On capital gains, the 
rates were raised to impose a sliding 
tax scale up to 5 per cent on capital 
gains over $15,000. 


The tax is reduced by a credit 6f 
$10 for an unmarried taxpayer, $25 
for a married couple filing jointly, or 
$12.50 for a married taxpayer filing 
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separately. The maximum optional 
deduction allowance to taxpayers who. 
do not choose to itemize their deduc- 
tions has been increased from $500 
to $1,000. 


There are between 6.5 and 7 million 
taxpayers in the State of New York 
and there are about 500,000 employ- 
ers. In order to be sure that the new 
tax program was put into effect effi- 
ciently, quickly and according to a 
predetermined deadline, a tremendous 
educational job was needed among all 
segments of the taxpaying public. 


We had to educate the general 
public in the mechanics of withhold- 
ing, the reasons for it, and the ulti- 
mate benefits and conveniences they 
would gain from the program. We 
had to instruct the employers in the 
mechanics of withholding of taxes 
and keeping and filing of proper rec- 
ords with the department of taxation 
and finance, for without their cooper- 
ation the program could not be made 
to work, All groups who work with 
taxes and taxpayers had to be fully 
informed of all the intricacies and 
ramifications of tax law and procedure 
in order to serve their clients and help 
them comply with the law. 


It was imperative that we train our 
own staff in Albany and elsewhere in 
the state to cope with the new prob- 
lems confronting them. 


Our employer files had to be up- 
dated to include all employers who 
paid taxable wages to employees. We 
had to arrange meetings with em- 
ployer groups, with accounting and 
legal societies, and even with federal 
agencies to be sure everyone involved 
had a clear understanding of the 
new system. 


Tax tables, forms, instruction book- 
lets and informational releases had 
to be prepared and, of course, we had 
to establish procedures for making 
refunds as promptly as possible. 
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There has been a steadily growing 
trend to differential tax liability 

in terms of the source of income 
through the preferences granted to 
particular kinds of income. This 
method of reducing tax burdens has 
resulted in very considerable 

tax inequalities.—Stanley S. Surrey. 


One of the first things we did to im- 
plement the state withholding law 
was to obtain from the federal In- 
ternal Revenue Service a master list 
of New York State employers subject 
to federal withholding. Addresso- 
graph strip lists and punch card mas- 
ter files of employers were obtained 
from the district directors of internal 
revenue in Brooklyn, Manhattan, 
Albany, Syracuse and Buffalo. 


These lists were compared with the 
existing list of New York State em- 
ployers who had filed information 
‘reports of employee earnings under 
the prior program. The federal em- 
ployer indentification number was 
added to our file. For convenience to 
employers and to avoid confusion, 
the federal number is used as the 
employer number for the New York 
State withholding tax program. 


The net result of the use of these 
lists was a composite of 500,000 em- 
ployers rather than the 325,000 on the 
books when the program became 
effective, reflecting the fact that the 
minimal level for withholding was 
now $600 instead of the previous 
$1,100. This file was increased by 
employers’ requests for withholding 
tax forms. All these requests were 
compared with our master file, and 
additions to it were made. The re- 
sulting master file was used to distribute 
tax tables, employer instructions 
and employer forms for reporting the 
withholding of taxes and for recon- 
ciling these reports. 


Tax withholding tables and em- 
ployer instructions were developed 
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through the joint efforts of the re- 
search and statistics bureau, the plan- 
ning bureau and the income tax bureau 
of the tax department, aided greatly 
by the cooperation of the federal In- 
ternal Revenue Service staff ; Methods 
and Procedures Association; Asso- 
ciated Industries’ Tax Committee; 
Empire State Chamber of Commerce ; 
Commerce and Industry Tax Com- 
mittee ; equipment manufacturers ; ac- 
counting and legal societies; and 
other organizations. Meetings with 
these groups were held to disseminate 
information on withholding and to 
obtain joint participation in the estab- 
lishment of withholding in New York 
State. 

Here are some of the results from 
participating with those groups: 

Withholding tables were developed 
on daily, weekly, biweekly, semi- 
monthly and monthly income bases 
similar to the federal tables. Special 
period tables were prepared upon re- 
quest. 

While the total tax paid will be 
approximately the same in 1960 as it 
was in 1959, there will be 25 per cent 
less withheld from each pay check 
because the tax will be collected over 
a 12-month period instead of over a 
nine-month period. 

Four alternative tax withholding 
methods were prepared for use by em- 
ployers using various conventional 
machine-accounting systems as well 
as those using electronic computers. 
The commission also drew up a ruling 
to handle supplementary wages. 


Provisions were made both for joint 
and for separate filing of withholding 
tax returns by parent and subsidiary 
organizations. 

Alternative packet forms contain- 
ing federal W-2 forms and New York 
State withholding tax statements in 
cut form or in continuous forms suit- 
able for processing by tabulating-card 
equipment were approved for sale by 
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private concerns. These forms are 
used to report total earnings and 
taxes withheld for the entire year 
1959, and are required to be filed be- 
fore the end of February, 1960. 


Additionally, question-and-answer 
booklets and rulings of the state tax 
commission affecting withholding were 
prepared for distribution through the 
tax services and as press releases to 
facilitate the transition. 


For the convenience of the public, 
and to avoid confusion, hardship and 
delay, every effort was made to con- 
form wherever possible to the federal 
procedures on withholding. 


Once this preparatory phase was 
finished, our master file of 500,000 
employers was used with data-proc- 
essing equipment to prepunch and 
address the first employer quarterly 
returns of withholding. These forms 
were mailed six weeks before the due 
date of July 31, 1959. 


In addition to the master file of 
employers which is maintained in 
sequence for machine matching with 
the quarterly return IT-2101 forms, 
the department also duplicated this 
file as an alphabetic check against all 
employers subject to withholding. 
Both of these files are employed to 
match payments from the employer. 


It is very important for the em- 
ployer to use the preaddressed form 
mailed to him because it has been 
prepunched with his identification 
number and name code to insure 
matching with the employer master 
file. To deviate from this practice 
would be to defeat the purpose and 
efficiency of high-speed electronic 
equipment. 


Upon receipt of the quarterly re- 
turns, the remittances are examined 
for errors in check or money order 
which might interfere with deposit; 
the payment and the amount of tax 
are compared; and the deposit serial 
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number is affixed to the remittance 
and the return. At this point the re- 
turns and remittances are processed 
separately, compared and corrected if 
necessary, and the remittances for- 
warded for deposit. 

After deposit, the Forms IT-2101 
are machine-matched with the em- 
ployer master file. The unmatched 
master cards are matched against the 
late-paid returns for appropriate pen- 
alty action. To follow up on those 
cases, a delinquent letter is sent to 
those taxpayers who have not filed. 
If the letter is ignored, the cases are 
turned over to our staff for field audit. 
The remaining group (employers who 
did not file) is forwarded to district 
offices for prompt field follow-up by 
tax examiners and collectors. 

Recently, as one manifestation of 
the economies the governor has or- 
dered for all state departments, the 
department of taxation and finance 
and the department of labor have 
reached an agreement to let approxi- 
mately 300 division of employment 
auditors of the labor department check 
into employer withholding practices 
when they make their calls on about 
70,000 employers each year in the 
regular course of their jobs. By using 
available manpower in this way, the 
tax department is able to make an 
audit it could not otherwise afford to 
make under existing operations and 
staff. In addition, employers through- 
out the state will be spared the incon- 
venience of having two auditors from 
the state looking over their books. 

Department of labor auditors will 
simply report as to whether or not 
employers are keeping withholding 
tax records. Any follow-up action 
will be taken by the tax department. 


Procedures have also been developed 
along the following lines: 


(1) The reconciliation report, Form 
IT-2103—similar to the federal Form 
W-3—will be collated mechanically 
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with the employers’ quarterly returns, 
and the information on it will be com- 
pared with the information on the re- 
turns. Differences will be mechanically 
selected for audit. 


(2) The total tax withheld, as 
shown by the reconciliation reports, 
is also balanced electronically with 
the Forms IT-2102, withholding tax 
statements. Any discrepancies must 
be corrected by the employer. 


(3) The individual IT-2102 state- 
ments filed by the employer will be 
matched with the withheld tax credit 
claimed by the employee on his in- 
come tax returns. Unmatched or 
unbalanced records will bring investi- 
gations by the income tax bureau. 


(4) The returns filed for the tax 
year 1959 will be matched with 1957 
filings to discover who did not file 
prior-year returns. 


Withholding and the prepayment 
of income taxes, by their very nature, 
require a plan for refunding. We an- 
ticipate 3 million refunds for the tax 
year 1959, and refund vouchers will 
be issued starting February 15, 1960. 


Arrangements have been made for 
a preaudit of these refunds by the 
department of audit and control, as 
required by the state constitution. To 
validate the computation of the re- 
fund and to speed up the processing 
to insure prompt payment, the depart- 
ment of taxation and finance plans to 
utilize the IBM 650 electronic com- 
puters for this refunding. 


The income tax returns subject to 
refund will be sorted by the type of 
return, serially numbered and routed 
to the key-punch unit for the prepara- 
tion of a name and address card; 
another card will contain data and 
entries from the income tax return. 
These cards will be electronically 
read into the computer, where various 
computations, analyses and compari- 
sons will be made to determine 
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whether the requested refund should 
be made. 


In order to administer a tax pro- 
zram equitably, it is necessary to 
have a workable system of auditing 
returns. Our previous system had 
admittedly been inadequate, too slow 
and completely out of date. 


Over the past 25 or 30 years, about 
$50 million in unpaid income taxes 
had accumulated. In order to try to 
recover as much of that as possible 
before it was lost to the statute of 
limitations, we recognized the need 
for setting up a better auditing sys- 
tem that could be made to work with- 
out costly additions to the auditing 
staff and which would produce the 
greatest possible yield for each return 
examined. We also have strength- 
ened our auditing procedure by set- 
ting up a mechanical auditing center 
in Schenectady, where we will have 
about 300 key-punch operators re- 
cruited and trained to begin work by 
the first of the year. 


Our research and statistics bureau 
set up a group of norms based on all 
income, marital and exemption situa- 
tions. With the help of high-speed 
electronic equipment, we translated 
information on tax returns to punched 
cards. They were fed into the ma- 
chine and if any one of several norms 
was exceeded, the machine popped up 
the card for closer personal attention. 


In this way, those returns which 
deviated from the pre-established norms 
are among those that came in for 
personal audit. We have been able to 
make more efficient use of our audit- 
ing staff as a result of this innovation 
and, at the same time, have been able 
to concentrate on those questionable 
returns which will produce the high- 
est tax yield. 


Once we can begin matching pay- 
roll withholding records against per- 


(Continued on page 1158) 
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1959 


Annual Index 


Each article appearing in TAXES during 1959 is indexed below according to title and 
author (or authors). In addition, most of the articles have been listed under an appro- 
priate general subject heading and Internal Revenue Code sections have been indexed. 


A 


Accounting and accounting methods 
Capital expenditures v. current deductions. 
Dec., p. 1126. 

Computations for unknowns. Oct., p. 889. 
Employee expense accounts. Dec., p. 1131. 
Financial-reporting problems. Dec., p. 1137. 
Installment dealers. Nov., p. 985. 

Limited partnerships. Nov., p. 979. 


Accumulated earnings 
Business purpose. Feb., 
Multiple corporations. 
Proof of. July, p. 573. 
Shareholders taxed as partners. Aug., DP. 

701. 
Stock redemptions. 
915. 

Acquiring corporations 
Evasion of income tax. Feb., p. 149. 
Remaining interests. Aug., p. 713. 

Administrative procedure—see Practice and 

procedure. 


Advertising.. Mar., p. 230. 
Annual Exclusion Trusts. Mar., p. 231. 


Are All Deductions a Matter of Privilege? Feb., 
p. 137. 


Are State Personal Income Taxes Regressive? 
Feb., p. 169. 


oaeonees taxable as corporations. . 


p. 181. 
Feb., p. 149. 


May, p. 397; Oct., p. 


Aug., D. 


Pn Te of ownership 
Collapsible corporations. Oct., p. 895. 
Disproportionate redemption. May, p. 387; 
July, p. 633; Sept., p. 767. 


Avoidance... Mar., p. 275. 


Bad debt reserves... Nov., p. 985. 

Bahamas. . July, p. 615. ' 

Barlow, Joel—From the Thoughtful Tax Man. 
June, p. 472. 

Barton, Walter E.—What the Supreme Court 
Said About Stern and Bess. Jan., p. 9. 


Basic Planning Principles in Qualifying Life 
Insurance for the Marital Deduction. Aug., 
p. 723. 

Basis 

Acquired by gift. June, p. 545. 


Assignment of partner's interest. Nov., 


December, 


1959 @ 


Basis—continued 
Carved-out oil payments. Jan., p. 61. 
Deceased partner's interest. Aug., p. 685. 
Good will. Sept., p. 825. 
Installment receivables. Nov., p. 985. 
Section 1244 stock. Mar., p. 225. 

Stock redemption. May, p. 387. 
Stock with arrearages. Apr., p. 309. 
Subchapter S. Jan., pp. 20, 21. 

Beneficiaries... June, p. 539. 

Bernauer, John F.—Tax Problems in Financial 
Reporting. Dec.+ p. 1137. 

Beware of Trusts for Dependents! 
1009. 

Blakely, E. J.—From the Thoughtful Tax Man. 
Nov., p. 954. 

Blum, Walter J.—The Tax Idea of the Decade. 
May, p. 379. 

Boggs bill...Mar., pi 198; July, p. 609. 

Boxleitner, Louis A:—What Every Tax Man 
Should Know About Circular 230. Feb., p. 
105. 

Brabson, George D. —Do State-Local Tax Struc- 
tures Influence New Industry Location? The 
Affirmative. July, p. 635. 

Branscomb, Harvie, Jr.—Annual 
Trusts. Mar., p. 231. 

Bromberg, Alan R.—Sale of a Deceased Part- 
ner’s Interest. Aug., p. 685. 

Burden of proof 

Before the Tax Court. Feb., p. 117. 
For medical deduction. Apr., p. 335. 
Of fraud. Mar., p. 275. 

Photographs. Feb., p. 123. 

Taxpayer’s records. July, p. 603. 

Business Leagues: Tax Exemption v. Services 
to Members. Aug., p. 669. 

Business purchase agreements.. Oct., p. 915. 

Business Reasons for Dividing Businesses. Feb., 
p. 149. 

Buy and sell agreements 


Nov., Dp. 


Exclusion 


Oct., p. 915. 


Cc 


Canada... July, p. 615. 


Capital Expenditures v. 
Dec., p. 1126. 


Capital gains and losses. . 
Carryovers and carrybacks.. Jan., 
Circular 230. . Feb., p. 105. 
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Current Deductions. 


Feb., p. 155. 
pp. 20, 21. 





Collapsible Corporations and Subsection (e). 
Oct., D. 895. 
Constructive 
ownership. 
Constructive receipt of dividends 
Leasing property from shareholder. Aug., 
Pp. 697. 
Payment of premiums. Oct., p. 915. 
Corporate Ancestry in Reorganizations, Oct., 
Pp. 926. 
Corporate Benefits in Using the Sale-Leaseback 
Device. Nov., p. 1017. 
Corporate distributions 
Property leased from a stockholder. Aug., 
p. 697. 
Stock dividend. Nov., p. 959. 


Corporate divisions.. Feb., p. 149. 


Corporate liquidations 
Collapsible corporations. Oct., p. 895. 
Corporate ancestry. Oct., p. 926. 
Installment dealers. Nov., p. 985. 
Remaining interests. Aug., p. 713. 


Corporate organization 
Collapsible. Oct., p. 895. 
Corporate ancestry. Oct., p. 926. 
Financial institutions. Sept., p. 803. 
Financial statements. Mar., p. 243. 
Foreign subsidiaries. Oct., p. 864. 
Multiple corporations. Feb., p. 149. 
Personal holding company. Sept., p. 803. 
Stock dividends. Nov., p. 959. 


Corporate Purchase of Insurance Without Cost. 
July, p. 583. 
Corporate reorganizations—see Reorganizations. 


Corporations 
Acquiring remaining interests. Aug., p. 713. 
Dividing into one or more. Feb., p. 149. 
Stock dividends. Nov., p. 959. 
Stock redemption agreements. 
Cox, Fred L. 
From the Thoughtful Tax Man. Aug., Pp. 
664. 
Impact of the Stockham Decision. Apr., p. 
299. 
Cutler, Charles R.—Dividend Arrearages. Apr., 
p. 309. 


ownership—see Attribution of 


Oct., p. 915. 


D 


Dealer or Investor? Feb., p. 155. 
Debt management... May, p. 436. 


Deductions 
Advertising. Mar., p. 230. 
Allocation of. Feb., p. 149. 
Business expenditures. Dec., p. 1126. 
Employee expense accounts. Dec., p. 1131. 
Investment expense. Feb., p. 155. 
Legislative history. Feb., p. 137. 
Lobbying expenses. Dec., p. 1068. 
Medical. Apr., p. 335. 
Retroactive legislation. May, p. 407. 
Wife’s travel expenses. July, p. 595. 


Deferred compensation 
Manner of funding. July, p. 587. 
Stock redemption agreements. Oct., p. 915. 


Deferred Compensation Arrangements. July, p. 
587. 


Depletion 
Economic interest. Sept., 
For minerals. June, p. 477. 
Oil percentage. Oct., p. 883. 


Disproportionate Redemption Formula, 
July, p. 633. 


Dividend Arrearages. Apr., p. 309. 


p. TTT. 


The. 
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Dividends 
Arrearages. Apr., p. 309. 
Stock. Nov., p. 959. 

Do State-Local Tax Structures Influence New 
Industry Location? The Affirmative. July, 
p. 635. 

Do State-Local Tax Structures Influence New 
Industry Location? The Negative. July, p. 
643. 

Dominion and Control in the Taxation of 
Trusts. Dec., p. 1074. 

Donaldson, J. Bruce and Hobbet, Richard D.— 
Percentage Depletion for Minerals. June, 
p. 477. 

Donnelly, Thomas J., Jr. 

How to Avoid Stumbling Blocks in Reor- 
ganizations. Mar., p. 203. 

More Trouble for Closely 
tions. Aug., p. 697. 

Drew, John—Paying Family Expenses and Sav- 
ing Taxes. Aug., p. 689. 

Drewes, Fred H.—How 
Returns. Jan., p. 37. 


Held Corpora- 


to Streamline Tax 


Economic Aspects of Interstate Apportionment 
of Business Income. Apr., p. 327. 
“Economic Interest’’—The Rise and Fall of a 
Slogan. Sept., p. 777. 
Employee benefit plans 
Leaseback transactions. Nov., p. 1017. 
Officers’ bonus. Oct., p. 889. 
Payments to widows. June, p. 531. 
Self-employment bill. Apr., p. 321. 
Enrolled agents. . Feb., p. 105. 


Essentially equivalent to a dividend... May, p. 
397. 


Estate planning 
Corporate purchase of insurance. July, p. 
583. 


Cost of life insurance. Aug., p. 707. 

Difficulties raised by State Street Trust 
Company. Dec., p. 1074. 

Income in respect of decedent. Dec., p. 
1082. 

Insurance and marital deduction. Aug., p. 
Pitfalls in inter vivos trusts. Dec., p. 1088. 
Retroactive legislation. May, p. 407. 
Trusts for minors. Aug., p. 689; Nov., p. 

1009. 

Exempt organizations. . 

Exemptions 
Business leagues. Aug., p. 669. 
For Indians. Apr., p. 301. 


Expenses. . July, p. 595. 


Aug., p. 669. 


F 


Felton, Harold W.—What the Supreme Court 
Says About the Federal Tax Lien. Jan., 
p. 45. 

Financial Institutions and Personal Holding 
Company Law. Sept., p. 803. 

Financial reporting ..Dec., p. 1137. 

Financial Statements Simplified. Mar., p. 243. 

Fiscal policy 

Average taxpayer. May, p. 381. 
Collections, 1958. Jan., p. 19. 


Humor of. May, p. 379. 
To curb inflation. May, p. 374. 





Foreign corporations 

Income from foreign operations. Dec., p. 
1107. 

Operating mineral deposits. Oct., p. 864. 

Puerto Rico. May, p. 454. 

Tax havens. July, p. 615. 

Urging enactment of Boggs bill. July, p. 
609. 


Foreign income 
Boggs bill. Mar., p. 198. 
Mineral holdings. Oct., p. 864. 
Practitioners’ view. Jan., p. 86. 
Royalties. Feb., p. 129. 
Treasury view. Jan., p. 78. 
Foreign tax credit... .Feb., p. 129. 
Foreign taxation 
Bahamas. July, p. 615. 
Canada. July, p. 615. 
Germany. May, p. 433. 
Honduras. July, p. 615. 
Liberia. July, p. 615. 
Panama. July, p. 615. 
Puerto Rico. May, p. 454. 
Russia. Aug., p. 731. 
Four Myths of Life Insurance. Aug., p. 707. 
Fraud... Mar., p. 275; July, p. 603. 


Freret, Elizabeth S.—A Simplified Computation 
for Substantially Disproportionate Stock Re- 
demptions. Sept., p. 767. 

Friedman, Joel Irving and Wheeler, Henry L., 
Jr.—Stock Redemption Agreements Funded 
by Life Insurance. Oct., p. 915. 


G 


Gain or loss 
On deceased partner's interest. 
685 


Aug., Dp. 


On reorganization. Mar., p. 203. 
Realized by a dealer. Feb., p. 155. 
Section 1244 stock. Mar., p. 225. 
Germany... May, p. 433. 
Gifts 
Basis. June, p. 545. 
Leaseback transactions. Nov., p. 1017. 
Through trusts. Mar., p. 231; Aug., p. 689; 
Nov., p. 1009; Dec., p. 1088. 


Ginsburg, Martin D.—How to Compute Multiple 
Substantially Disproportionate Stock Redemp- 
tions. May, p. 387. 

Goldberg, Jacob—Four Myths of Life Insurance. 
Aug., p. 707. 


Good will. .Sept., p. 825. 
Grandfather Paid Taxes Too. Apr., p. 329. 


Graves, Thomas J.—Capital Expenditures v. 
Current Deductions. Dec., p. 1126. 
Greenfield, Harvey — Corporate Benefits § in 
Using the Sale-Leaseback Device. Nov., p. 
1017. 
Groh, Reinhold 
Medical Deductions for Aging, Disabled 
Taxpayers. Apr., p. 335. 
New Basis for Property Acquired by Gift. 
June, p. 545. 
What to Do About Stock of the Small Busi- 
ness Corporation. Mar., p. 225. 
Gumpel, Henry J.—Reform of the German In- 
come Tax Law. May, p. 433. 


Hamilton, John E.—Corporate Ancestry in Re- 
organizations. Oct., p. 926. 
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Harriss, C. Lowell—Economic Aspects of In- 
terstate Apportionment of Business Income. 
Apr., p. 327. 


Have We Lost Our Civil Rights in Tax Matters? 
July, p. 603. 


Herzberg, Arno—Dealer or Investor? Feb., p. 
155. 


Hobbet, Richard D. and Donaldson, J. Bruce— 
Percentage Depletion for Minerals. June, p. 
477. 


Hock, W. Fletcher—Personal Good Will. Sept., 
Pp. 825. 

Hoffman, Harold M.—Let's Go Slow with Tax 
Option Corporations. Jan., p. 21. 


Holzman, Robert S.—Photography and the Bur- 
den of Proof. Feb., p. 123. 


Honduras... July, p. 615. 


Horwich, Willard D.—The Small Business Cor- 
poration. Jan., p. 20. 


How to Avoid Stumbling Blocks in Reorganiza- 
tions. Mar., p. 203. 


How to Compute Multiple Substantially Dis- 
proportionate Stock Redemptions. May, p. 
387 


How to Handle Unknown Quantities Under Fed- 
eral Income Tax Laws. Oct., p. 889. 


How to Plan Overseas Operations If the Boggs 
Bill Is Enacted. July, p. 609. 


How to Streamline Tax Returns. Jan., p. 37. 
Hughes, John E.—Percentage Depletion. Oct., 
p. 883. 


I 


Impact of Some Recent Developments in Tax 
Litigation and Legislation, The. Dec., p. 
1068. 


Impact of the Stockham Decision. Apr., p. 299. 
Income from Indian Lands. Apr., p. 301. 
Income in Respect of a Decedent. Dec., p. 1082. 
Indians . .Apr., p. 301. 


Installment Basis for Dealers in Personal Prop- 
erty, The. Nov., p. 985. 


Insurance 
Cost critique. Aug., p. 707. 
Purchase without cost. July, p. 583. 
Tax planning. Aug., p. 723. 
Transferee liability. Jan., p. 9. 


Internal Revenue Service ..Dec., p. 1061. 
Investor... Feb., p. 155. 


Involuntary conversion, evidence of...Feb., p. 
123. 


Involuntary Servitude and the State. Mar., p. 
209. 


Is Full Payment a Prerequisite to a Refund 
Suit? Sept., p. 837. 


J 


Jennings, Vincent J.—Voluntary Payments to 
Widows of Employees. June, p. 531. 


Joint ventures... Nov., p. 979. 


Kaminsky, Michael—Are All Deductions a Mat- 
ter of Privilege? Feb., p. 137. 


Kearns, Lewis G.—Protecting Qualified Plans 
with Mutual Funds. Nov., p. 1023. 
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Koch, Alfred P.—How to Handle Unknown 
Quantities Under Federal Income Tax Laws. 
Oct., p. 889. 


L 


Land Trusts and Contentious Beneficiaries. 
June, p. 539. 
Landman, J. Henry—Reflections on the Russian 
Tax System. Aug., p. 731. 
Lassers. Willard J.—Land Trusts and Con- 
tentious Beneficiaries. June, p. 539. 
Latham, Dana | 
From the Thoughtful Tax Man. Apr., p. 
294. 
Qbservations and Aims of a New Commis- 
sioner. Dec., p. 1061. 


Lawthers, Robert J.—Basic Planning Principles 
in Qualifying Life Insurance for the Marital 
Deduction. Aug., p. 723. 


Leaseback...Nov., p. 1017. 

Lee, Lawrence J.—The Stock Dividend. Nov., 
p. 959. 

Let's Go Slow with Tax Option Corporations. 
Jan., p. 21. 


Liberia. . .July, p. 615. 


Liens 
Priority of federal liens. Jan., p. 45. 
Stern and Bess decisions. Jan., p. 9. 


Life insurance—see Insurance. 
Life interests—see Trusts. 
Losses. ..Mar., p. 225. 


Maioon, James H.—Do State-Local Tax Struc- 
tures Influence New Industry Location? The 
Negative. July, p. 643. 


Marital deduction. ..Aug., p. 723. 
Medical Deductions for Aging, Disabled Tax- 
payers. Apr., p. 335. 


Mero, Joseph M.—The Installment Basis for 
Dealers in Personal Property. Nov., p. 985. 


Mineral depletion... June, p. 477. 


Modrall, James R.—Collapsible Corporations 
and Subsection (e). Oct., p. 895. 


More Trouble for Closely Held Corporations. 
Aug., p. 697. 


Mortenson, Ernest R.—Tax Fraud Before the 
Treasury and Justice Departments. Mar., p. 
275. 


Mortgages. . June, p. 539. 


N 
Nelson, Robert E.—Income from Indian Lands. 
Apr., p. 301. 


New Basis for Property Acquired by Gift. 
June, p. 545. 


Noguera, Jose R.—From the Thoughtful Tax 
Man. Sept., p. 762. 


Novick, Alan S. and Petersberger, Ralph I.— 
Retroactivity in Federal Taxation. May, p. 
407; June, p. 499. 


o 


Observations and Aims of a New Commissioner. 
Dec., p. 1061. 
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Oil and gas interests 
Carved-out payments. Jan., p. 61. 
Depletion. Oct., p. 883. 
Owens, Elisabeth A.—Royalties from Foreign 
Subsidiaries. Feb., p. 129. 


P 


Panama... July, p. 615. 
Partners and partnerships 
Financial institutions. Sept., p. 803. 
Limited. Nov., p. 979. 
Owning part of business. Feb., p. 149. 
Sale of deceased partner’s interest. Aug., 
Dp. 685. 
Paying Family Expenses and Saving Taxes. 
Aug., Dp. 689. 
Peel, Fred W.—Tax Aspects of Doing Business 
Abroad. Dec., p. 117. 
Pennish, John S.—Corporate Purchase of In- 
surance Without Cost. July, p. 583. 
Penny, Louis H.—From the Thoughtful Tax 
Man. July, p. 568. 


Percentage Depletion. Oct., p. 883. 


Percentage Depletion for Minerals. 
477. 


Perry, Harvey—From the Thoughtful Tax Man. 
May, p. 374. 


Personal Good Will. Sept., p. 825. 
Personal holding companies... Sept., p. 803. 


Petersberger, Ralph I. and Novick, Alan S.— 
Retroactivity in Federal Taxation. May, p. 
407; June, p. 499. 


Photography and the Burden of Proof. 
p. 123. 
Pitfalls in Inter Vivos Trusts. Dec., p. 1088. 


Polisher, Charles K.—The Self-Employed In- 
dividuals’ Retirement Bill of 1959. Apr., p. 
321. 


Practice and procedure 
Before Tax Court. Feb., p. 117. 
Before Treasury. Feb., p. 105. 
Commissioner's statement. Apr., p. 294. 
Cooperation with agent. Mar., p. 275. 
Fraud. Mar., p. 275. 
In accumulated earnings litigation, 

p. 573. 

In district courts. June, p. 493. 
Photographs as evidence. Feb., p. 123. 
Refunds. Sept., p. 837. 
Retroactive legislation. May, p. 407. 


Price, Peery—The Disproportionate Redemption 
Formula. July, p. 633. 


Profit-sharing plans. . .Nov., p. 1023. 


Protecting Qualified Plans with Mutual Funds. 
Nov., p. 1023. 


Puerto Rico. ..May, p. 454. 


June, p. 


Feb., 


July, 


R 
Rates. . Oct., p. 889. 
Real estate 
Investment in. Feb., p. 155; Dec., p. 1118. 


Land trusts. June, p. 539. 
Subdividing. Feb., p. 155. 


Redemptions of stock 


Disproportionate. p. 387; Sept., p. 
767. 


Funded by life insurance. Oct., p. 915. 
In closed corporations. May, p. 397. 
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Reflections on the Russian Tax System. Aug., 
p. 731. 
Reform of the German Income Tax Law. May, 
p. 433. 
Refunds... June, p. 493. 
Refund suits.. Sept., p. 837. 
Reorganizations 
Closed corporations. May, p. 397. 
Corporate ancestry. Oct., p. 926. 
Disproportionate redemptions. May, p. 387. 
Dividend arrearages. Apr., p. 309. 
Exchange of securities. Apr., p. 309. 
Partially owned corporation. Aug., p. 713. 
Stock redemptions. May, pp. 387, 397; 
July, p. 633; Sept., p. 767. 
Stumbling blocks to nonrecognition of gain. 
Mar., p. 203. 


Repairs, evidence of... Feb., p. 123. 
Retirement of self-employed... .Apr., p. 321. 


Retroactivity in Federal Taxation. May, p. 407; 
June, p. 499. 


Returns.. Jan., p. 37. 


Roberts, Richard M.—Tips on a Refund Suit in 
the District Courts. June, p. 493. 


Rose, George—Involuntary Servitude and the 
State. Mar., p. 209. 


Royalties from Foreign Subsidiaries. Feb., p. 
129. 


Russia.. Aug., p. 731. 


8 


Sale of business... Oct., p. 915. 


Sale of a Deceased Partner's Interest. 
p. 685. 


Samuels, David L.—Beware of Trusts for De- 
pendents! Nov., p. 1009. 


Sax, Hilary H.—A Wife's Traveling Expenses. 
July, p. 595. 


Schmauder, Arthur E.—Deferred Compensation 
Arrangements.+ July, p. 587. 


Schwanbeck, William J.—Tax Aspects of Em- 
ployee Expense Accounts. Dec., p. 1131. 


Section 101... June, p. 531. 
Section 109... Aug., p. 697. 
Section 165(c)(3)...Feb., p. 123. 
Section 213.. Apr., p. 335. 
Section 269.. Feb., p. 149. 
Section 302.. May, p. 397. 


Section 302(b)(2)...May, p. 387; July, p. 633; 
Sept., p. 767. 


Section 303... May, p. 397. 

Section 305...Apr., p. 309; Oct., p. 959. 
Section 306...Apr., p. 309. 

Section 311‘a).. Mar., p. 203. 
Section 312(f)...Nov., p. 985. 
Section 317(b) May, p. 397. 
Section 332.. Aug., p. 713. 

Section 333.. Oct., p. 895. 

Section 334(b) (2)... Aug., p. 713. 
Section 337.. Oct., p. 895. 

Section 3i(e)...Oct., p. 895. 
Section 346.. May, p. 397. 

Section 351. . Oct., p. 926. 

Section 354.. Apr., p. 309. 

Section 354(a)(1)...Mar., p. 203. 
Section 368(a)(1)(C)...Mar., p. 203. 
Section 401.. July, p. 587. 
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Section 404(a)(5).. July, p. 587. 

Section 453(a).. Nov., p. 985. 

Section 453(d)(1).. Nov., p. 985. 

Section 481. . Nov., p. 985. 

Section 482... Feb., p. 149. 

Section 501.. Aug., p. 669. 

Sections 531-535.. May, p. 379; July, p. 573. 
Section 543.. Sept., p. 803. 

caer 613...June, p. 477; Sept., p. 777; Oct., 


Section 614(a).. Sept., p. 777. 

Section 631(a), (b) and (c).. Sept., p. 777. 

Sections 671-677. . Nov., p. 1009. 

Section 673.. Mar., p. 231. 

Section 704.. Nov., p. 979. 

Section 751.. Aug., p. 685. 

Section 754... Aug., p. 685. 

Section 902(d)...Feb., p. 129. 

Section 904. . Oct., p. 864. 

Section 1015... June, p. 545. 

Section 1221... _Feb., p. 155. 

Section 1224... Mar., p. 225. 

Section 1231 assets 

Section 1236. . Oct., p. 895. 

Section 1237...Feb., p. 155. 

Section 1244... Mar., p. 225. 

Sections 1371-1377... Jan., 

Section 1372.. Sept., p. 803. 

Section 1372(e) (5) .. Sept., p. 803. 

Section 1504.. Jan., pp. 30, 21. 

Section 1551.. .Feb., p. 149. 

Section 2503(c)...Mar., p. 231. 

Section 3670... Jan., p. 9. 

Section 6321... Jan., p. 45. 

Section 6672... Mar., p. 275. 

Section 7122(a)...Mar., p. 275. 

Section 7215...Mar., p. 275. 

Section 7701.. Nov., p. 979. 

Seghers, Paul D. 
How to Plan Overseas Operations If the 

Boggs Bill is Enacted. July, p. 609. 
How to Tax Foreign Income. Jan., p. 86. 
vps oy Thoughtful Tax Man., Mar., 
p. . 


Self-Employed Individuals’ Retirement Bill of 
1959, The. Apr., p. 321. 


Self-incrimination.. July, p. 603. 


Short, Allen—From the Thoughtful Tax Man. 
Oct., p. 858. 


Shotkin, I. Frederick—Is Full Payment a Pre- 
requisite to a Refund Suit? Sept., p. 837. 


Simon, Stanley C.—Supreme Court Says No to 
Capital Gains Treatment of Carved-Out Oil 
Payments. Jan., p. 61. 


Simplified Computation for Substantially Dis- 
proportionate Stock Redemptions, A. Sept., 
p. 767. 


Simplified Formula for ‘‘Partnership’’ Taxation 
of Corporate Income, A. Aug., p. 701. 


Small Business Corporation, The. Jan., p. 20. 
Small business corporations—see Subchapter S. 


Small business corporations (Section 1244)... 
Mar., p. 225. 


Smith, Carl R.—Tax Havens. July, p. 615. 


Smith, Dan Throop—How to Tax Foreign In- 
come. Jan., p. 78. 
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pp. 20, 21. 





Smith, Roland K.—Dominion and Control in the 
Taxation of Trusts. Dec., p. 1074. 

Sollie, Violet J.—Are State Personal Income 
Taxes Regressive? Feb., p. 169. 

Soule, Don M.—A _ Simplified Formula for 
‘‘Partnership’’ Taxation of Corporate In- 
come. Aug., p. 701. 

Spilky, Abraham H.—Have We Lost Our Civil 
Rights in Tax Matters? July, p. 603. 

Spofford, William R.—The Impact of Some 
Recent Developments in Tax Litigation and 
Legislation. Dec., p. 1068. 

State taxes 

Apportionment of income. 
Oct., p. 940; Nov., p. 1031. 

Federal tax deduction. Aug., p. 664. 

Influence on industry relocation. July, pp. 
635, 643. 

Limitation of state’s power to tax. Oct., 


Apr., p. 327; 


p. 936. 
New York. Dec., p. 1144. 
Regressivity of rates. Feb., p. 169. 
Stockham Valves decision, Apr., p. 299. 


Taxing foreign corporations, Apr., p. 339. 


Taxing interstate commerce. Feb., p. 167. 
Uniform division of income. Jan., p. 65. 
Unitary businesses. May, p. 437. 
Stevens, William K.—Pitfalls in Inter Vivos 
Trusts. Dec., p. 1088. 


Stock 
Dealer-investor problems. Feb., p. 155. 
Subchapter S election. Jan., pp. 20, 21. 
Stock Dividend, The. Nov., p. 959. 
Stock dividends 


By corporation with surplus. 
History of. Nov., p. 959. 


Stock Redemption Agreements Funded by Life 
Insurance. Oct., p. 915. 
Steck redemptions 
Disproportionate. 
633. 


Apr., p. 309. 


May, p. 387; July, PD. 


Effect upon remaining stockholders. May, 
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sonal returns, we will have eliminated 
most of the loopholes that permitted 
an auditing backlog to accumulate. 


As for New York’s excursion into 
the field of withholding taxes, what 
is the story after seven months in 
operation? Is the tax—and other 
modifications in the state’s tax struc- 
ture—producing the revenue we ex- 
pected? Is it working undue hardship 
on any group? Is it inequitable? Is 
there any evidence that our state’s 
tax structure is discouraging business 
from expanding in New York or is 
keeping new business out of the 
state? We have just announced to 
the papers the results of tax collec- 
tions so far this year. General fund 
tax collections by the department of 
taxation and finance, from April 1 to 
October 1, total $869,031,666.18—up 
$26.772,385.13 from the corresponding 
period last year. I’d say that collec- 
tions are running very close to the 
governor's original estimate. 


In all but three of the 17 major 
sources of state tax revenue, there 
have been increases over the compar- 
able period last year. Corporation 
franchise tax, Article 9A, was down 
about $8 million; personal income 
tax, down about $30.7 million; and 
motor vehicle fees from registrations 
and operators’ license fees, down 
about $4 million. 


The decreases are'in line with our 
projected figures. For example, the 
decline in revenue from corporation 
franchise tax—the tax on corporate 
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net incomes of businesses—is due pri- | 
marily to business conditions during 
the 1958 calendar year. 


I am particularly pleased by the 
high degree of compliance by the pub- 
lic as well as the efficiency with which 
the new system was installed by the 
department of taxation and finance. 
Much of the credit for the smooth 
transition to the new system must go 
to employers and taxpayers generally 
for their fine cooperation and to the 
combined efforts of groups like this 
one, and their invaluable help in the 
job of putting across the complex 
details of the new program. 


There has been some fear expressed 
that New York’s state tax structure 
is a deterrent to business expansion 
and the attraction of new business 
growth in the state. Our research and 
statistics bureau has been conducting 
a survey among business manage- 
ment spokesmen both in and outside 
New York to find out just what the 
impact of state taxes is, in their deter- 
mination to expand or establish busi- 
ness operations in the state. 


Contrary to the belief held by some 
people, state taxes in themselves are 
not nearly as much of a factor in man- 
agement’s determination of policy as 
we have been led to believe. In fact, 
although our survey hasn’t been com- 
pleted yet, a number of management 
men with whom we talked were com- 
plimentary about New York’s state 
tax structure. Their objections, we 
discovered, were not to state taxes so 
much as to local taxes. 
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Meetings of Tax Men 


Southwestern Legal Foundation.— 
A packed program awaits participants 
in the Eleventh Annual Oil, Gas and 
Taxation Institute sponsored by the 
Southwestern Legal Foundation in 
Dallas, February 10-12. Program high- 
lights include the following: 


State taxation of oil and gas, with 
emphasis on the southwestern states’ 
decisions, will be developed by A. E. 
Collier. Vester T. Hughes, Jr., will 
talk on tax treatment by lessee of 
bonus paid in connection with execu- 
tion of an oil and gas lease. 


J. Reid Hambrick, law professor at 
George Washington University, will 
discuss collapsible corporations in oil 
and gas and the possible relief af- 
forded by the 1958 act. The institute 
will close with a discussion of recent 
developments in oil and gas taxation 
by Harvie Branscomb, Jr. 


Charles B. Wallace serves as insti- 
tute chairman of the Southwestern 
Legal Foundation’s Oil and Gas Di- 
vision, which sponsors the institute. 
Ethan B. Stroud, institute chairman 
of the Taxation Division, and Robert 
Hobby, Taxation Division chairman, 
will also preside at sessions. 

Registration fee for the three-day 
program is $50, or $20 for single-day 
attendance. 


American University.—The Eight- 
eenth Annual American University 
Tax Institute will be held on Decem- 
ber 9 at Hurst Hall on the university 
campus, given in cooperation with 
the District of Columbia Bar Associ- 
ation and the: District of Columbia 
Institute of Certified Public Account- 
ants. Five lectures will cover current 
problems in connection with estates 
and trusts; accounting problems re- 
lating to depreciation, expenses and 
other deductions ; state and local taxes; 
new decisions and rulings; and recent 
and pending legislative changes. Di- 
rector of the institute is Hugh C. 


Bickford, 917 Fifteenth Street, N. W., 
Washington 5, D. C. 


Federal Tax Institute of New Eng- 
land.—A Saturday forum on tax plan- 
ning and management in the adminis- 
tration of estates is scheduled for 
December 5 at John Hancock Hall 
in Boston. The forum is sponsored 
by the Federal Tax Institute of New 
England, Room 723, 6 Beacon Street, 
Boston, Massachusetts. It will be 
concerned with the actual detailed tax 
administration of a decedent’s estate 
after his death. The registration fee 
is $10, including luncheon. 


Tidewater Tax Conference.—De- 
cember 12 is the date of the Fifth 
Annual Tidewater Tax Conference, 
which is to be held at the Phi Beta 
Kappa Hall, College of William and 
Mary, Williamsburg, Virginia. The 
cost, including luncheon, will be $5. 
Topics to be discussed include the 
tax effects of divorce, marital sepa- 
ration and support agreements. 


New Jersey Public Accountants.— 
The Tenth Annual Tax Seminar of 
the New Jersey Association of Public 
Accountants will take place on De- 
cember 12 at the Princeton Inn, 
Princeton, New Jersey. 


Wisconsin CPA’s.—-The Twenty- 
third Annual Tax Clinic of the Wis- 
consin Society of Certified Public 
Accountants will be held December 4 
at the Schroeder Hotel, Milwaukee. 


Arizona CPA’s.—The Arizona So- 
ciety of Certified Public Accountants, 
in cooperation with the Department 
of Accounting and the Division of 
Continuing Education of the Univer- 
sity of Arizona, is sponsoring two 
professional conferences: (1) the 
Independent Accountants’ Opinion Con- 
ference, to be held in Tucson on Decem- 
ber 11 and in Phoenix on December 
12, and (2) the Tax Planning and 
Tax Controversies Conference, to be 
held in Phoenix on December 11 and 
in Tucson on December 12. 
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